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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

As management of the City of Muskegon Heights, we present to the readers of the City’s financial
statements this overview and analysis of the financial activities of the City of Muskegon Heights for the
fiscal year ended December 31, 2004. We encourage you to consider the information presented in these
financial statements along with the additional information that has been furnished in this letter. To those
familiar with prior year financial statements or just new to this document, it is important to know that this
is only the second year the City of Muskegon Heights is presenting this analysis along with these
statements in a new format prescribed by the provisions of the Governmental Accounting Standards
Board Statement 34 (GASB 34).

FINANCIAL HIGHLIGHTS
» The City of Muskegon Heights issued $1.5 million in Fiscal Stabilization Bonds
» City Council approved two additional operating mills for the City’s General Fund.

» The fund balance for Other Governmental Funds increased from $351,531 in 2003 to $598,059
in 2004.

» The City’s Major Street Fund is on track with its deficit elimination plan. The Fund deficit
decreased from $365,761, in 2003 to $150,402, in 2004.

OVERVIEW OF THE FINANCIAL STATEMENTS

The discussion and analysis is intended to serve as an introduction to the City’s basic financial
statements. The City’s basic financial statements are comprised of three components: 1) governmental-
wide financial statements, 2) fund financial statements and 3) notes to the financial statements. This
report also contains other supplementary information in addition to the basic financial statements
themselves.

Government-wide Financial Statements
The government-wide financial statements are designed to provide the reader with a broad overview of
the City’s finances. These statements are similar to those of a private sector business.

The Statement of Net Assets presents information on all of the City’s assets and liabilities, with the
difference between the two reported as net assets. Over time, increases or decreases in net assets may
serve as a useful indicator of whether the financial position of the City is improving or deteriorating.
The Statement of Activities presents information showing how the City’s net assets changed during the
fiscal year. All changes in net assets are reported when the event giving rise to the change occurs,
regardless of the timing of related cash flows. Thus, revenues and expenses are reported in this
statement for some items that will only result in cash flows in the future fiscal periods.



CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

Both of the government-wide financial statements mentioned above distinguish functions of the City
that are principally supported by taxes and intergovernmental revenues (governmental activities) from
other functions that are designed to recover all or a significant part of their costs through user fees and
charges for services (business-type activities). The governmental activities of the City of Muskegon
Heights include general government, public safety, public works, community and economic
development, and cultural and recreational activities. The business-type activities of the City include
water distribution, water filtration and sewer services.

The government-wide financial statements include not only the City of Muskegon Heights (the primary
government) but also the legally separate Muskegon Heights Downtown Development Authority. The
board of this organization is appointed by the City and given the interrelation of the two, there is some
potential liability for the City due to the City’s pledge of its full faith and credit for debt obligations.
The financial information of this component unit is reported in a separate column from the financial
information of the primary government itself.

Fund Financial Statements. A fund is a grouping of related accounts that is used to maintain control
over resources that have been segregated for specific activities or objectives. The City of Muskegon
Heights, like other state and local governments, uses fund accounting to ensure and demonstrate
compliance with finance-related legal requirements. All of the funds of the City can be divided into
three categories-governmental funds, proprietary funds and fiduciary funds.

Governmental Funds. Governmental funds are used to account for essentially the same functions
reported as governmental activities in the government-wide financial statements. However, unlike the
government-wide financial statements, governmental fund financial statements focus on current sources
and uses of spendable resources, as well as on balances of spendable resources available at the end of
the fiscal year. This information may be useful in evaluating a governmental entity’s short-term
financing requirements.

Because the focus of governmental funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government-wide financial statements. By
doing so, readers may better understand the long-term impact of the government’s short-term financing
decisions. Both the governmental fund balance sheet and the governmental fund statement of revenues,
expenditures, and changes in fund balances provide a reconciliation to facilitate this comparison
between the two.

The City of Muskegon Heights maintains more than a dozen individual governmental funds.
Information is presented separately in the governmental fund balance sheet and in the governmental
fund statement of revenues, expenditures and changes in fund balances for the General Fund, which is
considered a major fund. Data from the other funds are combined into a single, aggregated presentation.
Individual fund data for each of these non-major governmental funds is provided in the form of
combining statements elsewhere in this report.
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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

Proprietary Funds. The City of Muskegon Heights has one type of proprietary fund. Enterprise funds
are used to report the same functions presented as business-type activities in the government-wide
financial statements. The City uses enterprise funds to account for its water distribution, water filtration
and sewer services.

Enterprise funds provide the same type of information as the government-wide financial statements,
only in more detail. The enterprise funds financial statements provided separate information for Water,
Water Supply and Sewer funds all of which are major funds.

Fiduciary Funds. Fiduciary Funds are used to account for resources held for the benefit of parties
outside the City. Fiduciary funds are not reflected on the government-wide financial statements because
the resources from those funds are not available to support the City’s programs. The accounting method
used for fiduciary finds is much like that used for the proprietary funds.

Notes to the Financial Statements. The notes provide additional information that is essential to a full
understanding of the data provided in the government-wide and fund financial statements. The reader is
encouraged to include the reading of this section in any attempt to analyze and understand these
statements.

Other Information. In addition to the basic financial statements and accompanying notes, this report
also presents certain required supplementary information concerning the City’s budgetary information as
it relates to the actual expenditures for the General Fund.

Government-wide Financial Analysis

The first table presented below is a summary of the government-wide statement of net assets for the City
of Muskegon Heights. As stated earlier, the net assets may be used as an indicator of a government’s
financial health. As of December 31, 2004, the City’s net assets from governmental activities totaled
$8,905,839 (45%) and $10,956,564 (55%) from business-type activities, creating a total government-
wide net assets total of $19,862,403. The City’s total net assets decreased 3.6% from 2003 to 2004. The
overall net assets decrease was primarily due to the depreciation of the City’s infrastructure.

In examining the composition of these net assets, the reader should note that governmental activities net
assets are invested in capital assets (i.e., streets, buildings, land, vehicles, equipment, etc.) These assets
are used to provide services to the City’s residents, and they are not available to pay salaries, operational
expenses or fund capital projects. The unrestricted net assets for governmental-type activities’ depict a
deficit of $1,319,489 in 2003. As of December 31, 2004, that amount had increased by $156,724 to
$1,476,213.
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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

Business-type activities continue to have positive fund balances, which are represented as unrestricted
net assets. The total for unrestricted net assets for business-type activities in 2004 was $3,039,958,
representing 28% of total net assets. In 2003, the total was $3,225,570, which accounted for 28% of
unrestricted net assets. The Sewer Fund’s unrestricted net assets decreased approximately 5% in 2004 to
$1,441,301. The Water Fund, which had a deficit of $359,587 at the close of 2003, decreased its deficit
in 2004 to $219,686. The Water Supply Fund still maintains a healthy balance, despite its decrease from
$2,067,843 to $1,882,343.

City of Muskegon Heights Net Assets

Governmental Activities Business-type Activities Total
2004 2003 2004 2003 2004 2003
Current assets and
other assets $ 247076 $ 1,114,777 $ 3,105,847 § 3292238 % 5,584,923 $ 4,407,015
Noncurrent assets 10,555,234 11,113,360 26,528,954 27,254,512 37,084,188 38,367,872
Total assets 13,034,310 12,228,137 29,634,801 30,546,750 42,669,111 42,774,887
Current liabilities 1,615,205 1,700,962 1,283,736 1,324,543 2,898,941 3,025,505
Noncurrent liabilities 2,513,266 1,226,010 17,394,501 17,813,799 19,907,767 19,039,809
Total liabilities 4,128,471 2,926,972 18,678,237 19,138,342 22,806,708 22,065,314
Net assets
Invested in capital
assets,
net of related debt 9,669,899 10,128,549 6,002,660 6,350,924 15,672,559 16,479,473
Restricted 712,153 492,105 1,849,946 1,831,914 2,562,099 2,324,019
Unrestricted (1,476,213) (1,319,489) 3,103,958 3,225,570 1,627,745 1,906,081
Total net assets 3 8,905,839 § 9301,165 $ 10,956,564 $ 11,408,408 $ 19,862,403 $ 20,709,573

Governmental Activities. Governmental activities net assets decreased by $550,644 or 6% during the
2004 fiscal year. With all of the City’s governmental operations combined, the net result was that its
operating revenues were exceeded by its operating expenditures, producing the resulting deficit. The
following table depicts this occurrence which will be discussed in more detail later in this analysis.

Business-type Activities. Total net asset for business-type activities decreased from $11,408,408 in
2003 to $10,956,564 in 2004. This is a decrease of approximately 4%. The major cause for this
decrease can be found in the increase in depreciation for the year. The Water Supply Fund, which is a
component of the business-type activity, experienced its first full year of depreciation costs related to the
water filtration plant expansion and improvement project that began in 2000. There was also a new high
service pumping station added to the system that experienced its first full year of depreciation costs.
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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

City of Muskegon Heights Changes in Net Assets

Governmental Activities Business-type Activities Total
2004 2003 2004 2003 2004 2003
Revenues:
Program revenues
Charges for services $ 862,695 $ 786,005 $ 4285584 $ 4205219 §$ 5,148279  § 4,991,224
Operating grants 1,880,592 613,933 - - 1,880,592 613,933
Capital grants and
contributions 462,938 - - 522,393 462,938 522,393
General revenues
Property taxes 1,961,330 1,894,774 - - 1,961,330 1,894,774
Income taxes 1,020,227 926,666 - - 1,020,227 926,666
Franchise taxes 91,874 94,467 - - 91,874 94,467
Grants and contributions
not restricted 1,926,545 2,816,307 - - 1,926,545 2,816,307
Unrestricted investment
earnings 39,005 23,320 100,550 30,040 139,555 53,360
Miscellaneous 137,505 458,989 - - 137,505 458,989
Gain on sale of assets (21,423) 13,613 - - (21,423) 13,613
Total revenues 8,361,288 7,628,074 4,386,134 4,757,652 12,747,422 12,385,726
Expenses:
General government 2,174,833 2,173,500 - - 2,174,833 2,173,500
Public safety 3,376,259 3,373,245 - - 3,376,259 3,373,245
Public works 2,266,537 2,303,921 - - 2,266,537 2,303,921
Community and
economic development 744,461 503,109 - - 744,461 503,109
Culture and recreation 314,126 269,074 - - 314,126 269,074
Interest on long-term debt 59,984 61,490 - - 59,984 61,490
Sewer Fund - - 792,153 817.480 792,153 817.480
Water Fund - - 1,225,426 1,330,505 1,225,426 1,330,505
Water Supply Fund - - 2,796,131 1,859,947 2,796,131 1,859,947
Total expenses 8,936,200 8,684,339 4,813,710 4,007,932 13,749,910 12,692,271
Change in net assets before
transfers (574,912) (1,056,265) (427,576) 749,720 (1,002.,488) (306,545)
Transfers 24,268 25,399 (24,268) (25,399) - -
Change in net assets (550,644) (1,030,866) (451,844) 724,321 (1,002.,488) (306,545)
Net assets - at beginning of
year 9,456,483 10,332,031 11,408,408 10,684,087 20,864,891 21,016,118
Net assets - end of year $ 8905839 $ 9301,165 $ 10,956,564 $ 11408408 $ 19.862403 § 20,709,573




CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

Financial analysis of the Government’s Funds
As stated earlier in this discussion and analysis, the City of Muskegon Heights uses fund accounting to
ensure and demonstrate compliance with finance-related legal requirements.

Governmental funds. The focus of the City of Muskegon Heights governmental funds is to provide
information on near-term inflows, outflows, and balances in spendable resources. Such information is
useful in assessing the City’s financing requirements. In particular, unreserved fund balances or the lack
thereof, may serve as a useful measure of a government’s net resources available for spending at the end
of the fiscal year.

At the end of the 2004 fiscal year, the City of Muskegon Heights governmental funds reported a
combined unreserved fund balance of $297,348. This total unreserved fund balance is comprised of the
General Fund balance of $226,673 and $70,675 in other governmental funds. It is necessary to further
distinguish between the unreserved and reserved fund balance. The unreserved balance represents what
is available for spending at the City’s discretion. The remainder of the fund balance is reserved to
indicate that it is not available for new spending because it has already been committed to 1) liquidate
contracts and purchase orders ($152,223), 2) pay debt service and capital purchase ($30,260), and 3)
reserves for cemetery perpetual care ($497,124). When the fund balance has been adjusted to account
for these reserves, the result is a total fund balance of $976,955, which consists of a balance of $378,896
in the General Fund a fund balance of $598,059 in other governmental funds.

The General Fund is the chief operating fund of the City of Muskegon Heights. At the end of the 2003
fiscal year, the unreserved General Fund deficit was $1,032,958 and the total General Fund deficit was
$938,843. At the end of 2004, The General Fund had a positive to fund balances of $226,673 and
$378,896 respectively. In December of 2004, the City of Muskegon Heights issued $1,500,000 Limited
Tax Obligation fiscal Stabilization Bonds. The purpose of these bonds was to pay off the City’s
lingering debts and eliminate its operating deficit.

The other governmental funds column consists of various funds. The Major Street Fund is the largest
fund in that schedule. The Major Street Fund improved its fund equity by $215,359, which reduced the
end of year fund deficit to $150,402.  As part of a multi-year deficit elimination plan, the City did not
participate in any major infrastructure projects in 2003 or 2004. The plan also called for the reduction of
full-time employees and other cost cutting measures.

Proprietary funds. The City of Muskegon Heights proprietary funds provide the same type of
information found in the governmental financial statements, but in more detail. Net assets of the Sewer
Fund decreased by $30,300. Although the operating revenues of this fund exceed the operating
expenses, once the $75,221 non-operating expense of interest payments was included, the result was a
decrease in net assets. The net assets of the Water Fund increased by $86,320 primarily due to a rate
adjustment implemented by the City Council in April of 2004. The Water Supply Fund’s net assets
decreased by $507,864 in 2004. The Water Supply Fund's depreciation expenses increase by 75% and
interest expense increased by over 100%, thus resulting in the approximately 6% decrease in its net
assets. As stated above, the net assets of the three proprietary funds combined, decreased 4%, from
$11,408,408 in 2003 to $10,956,564 in 2004.
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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

General Fund Budget

During the current fiscal year, the City made several amendments to its original budget. The most
significant of those is listed below:

e
e
e
e
e

>

Increased revenue by approximately $1.44 million for fiscal stabilization bond proceeds.

City attorney was increased by $45,000. The City negotiated six of its seven labor contracts with
the assistance of the city attorney in 2004. These negotiations resulted in increased costs.

Other general government expenses were increased due to a larger than expected increase in
health insurance costs.

Taxes were reduced due to a drop income tax collection of approximately 5% due to overall
economic conditions.

Various other adjustments were made during the year related to normal fluctuations in actual
costs incurred.

Capital outlay budget was amended for a FEMA grant.

The following comments summarize the major variations from the final budget to actual revenues and
expenditures.

>

Y V Vv V¥

Intergovernmental revenues were 3% less than budgeted due to the economic climate. This
included a 5% governor mandated decrease in state shared revenue.

Police department had expenditures 6% below its final budget. This was due to the increased use
of part-time employees.

The costs for refuse collection has been less than budgeted due to declines in population and
restrictions on items that can be collected.

Debt service was overbudget due to the reclassification of lease payments for police cruisers to
debt service.

Capital outlay was over budget due to the acquisition of a police cruiser acquired with grant
funds and some capital outlay items being included as part of the total department budget.

Capital Assets Administration

Capital Assets. The City of Muskegon Heights investment in capital assets for its governmental and
business-type activities was $34,173,621 (net of accumulated depreciation) at the close of 2003. In
2004, this total decreased approximately 4% to $32,822,580. The investment in capital assets includes
land, buildings, infrastructure, improvements, machinery, equipment, plants, and vehicles.

Major capital asset events during the current fiscal year included the following:

>

>

>

$16,500 in land was added, and $10,000 in land was sold in governmental type activities.
These were primarily tax-reverted buildings and land.

Furniture and equipment had new additions of $436,739 related to new traffic signals and
fire equipment.

In 2003 the depreciation expense for all business type activity was $489,304, in 2004 that
amount increased to $815,364 due to increases in assets at in the Water Supply Fund.
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CITY OF MUSKEGON HEIGHTS

Land
Buildings and
improvements
Infrastructure
Plants and
infrastructure
Furniture and
equipment
Machinery and
equipment
Vehicles
Total

$

Management's Discussion and Analysis

City of Muskegon Heights Capital Assets
(Net of Accumulated Depreciation)

Governmental Activities Business-type Activities Total

2004 2003 2004 2003 2004 2003
254,408 % 247908 $ 40,012 % 40,012 % 294420 % 287,920
692,665 677435 - - 692,665 677435
7,652,085 8,545,277 - - 7,652,085 8,545,277
- - 22,255,170 22,978,250 22,255,170 22,978,250
881,700 513,052 - - 881,700 513,052
- - 28,747 51,105 28,747 51,105
1,017,793 1,120,582 - - 1,017,793 1,120,582
10,498,651 § 11,104254 $ 22323929 § 23,069,367 § 32822580 § 34,173,621

Additional information on the City’s capital assets can be found in Note 4 and Note D of the “Notes to
the Financial Statements” of this report.

Long-term debt. At the end of the 2004 fiscal year, the City of Muskegon Heights had total
outstanding debt of $20,540,767 consisting of general obligations bonds, revenue bonds, capital leases,
installment purchase agreements, and accumulated compensated absences. The general obligation debt
of $2,165,000 in governmental funds and $660,000 in the component unit, Muskegon Heights
Downtown Development Authority, are backed by the full-faith and credit of the City. Total

outstanding debt has increased due the addition of $1,500,000 in new general obligation bonds in

governmental activities for the City’s fiscal stabilization. In 2003, 94% of the City’s outstanding debt
represented in table below was recorded as revenue bonds, for business activity. In 2004, revenue

bonds in business activity represent 87% of the total debt. The payment of the revenue bonds is
anticipated through the revenues generated from the water filtration and sewer services in the enterprise

funds.

General obligation bonds

Capital leases

Installment purchase

agreements
Note payable

Accumulated compensated

absences
Revenue bonds
Total

CITY OF MUSKEGON HEIGHTS OUTSTANDING DEBT

Governmental Activities Business-type Activities Total

2004 2003 2004 2003 2004 2003
$ 2,165000 § 685,000 $ - 3 - 3 2,165,000 $ 685,000
68,277 98,306 - - 68,277 98,306
95,475 192,399 - - 95,475 192,399
397,514 426,305 - 397,514 426,305
- - 17,814,501 18,216,799 17,814,501 18,216,799
$ 2726266 $§ 1402010 § 17814501 § 18216,799 $ 20,540,767 $ 19,618,809
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CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

The net increase in outstanding debt in 2004 was $921,942. This increase was due to normal debt
payoffs as provided for in the fiscal year 2004 Budget, offset by the new $1,500,000 fiscal stabilization
bond.

Additional information on the City of Muskegon Heights’ long-term debt can be found in Note I of the
notes to the financial statements, beginning on page 26.

General Economic Overview

The City of Muskegon Heights continues to face many of the same economic challenges facing many of
the other municipalities in the Western Michigan Region and the state. The city council still maintains
that fiscal accountability and financial stability are its top priorities. They remain the greatest challenges
facing our community.

The City’s General Fund operations are comprised of three major revenue sources: state revenue
sharing, local income tax revenue, and property taxes. As has been the case the past few years, state
revenue sharing and local income tax revenue are expected to decline in 2005, with property tax
revenues growing slightly. Near the end of the 2004 fiscal year, the City obtained fiscal stability bonds,
which allowed the city to pay off its lingering operating deficit. In 2005, the challenge will be making
the necessary operational adjustments to maintain the positive fund balance, account for new debt
service and continue to provide the community with the services it demands.

Planning for the challenges of the future has been aided by the fact the City ended the year with labor
negotiations complete and multi-year contracts in place for all of its bargaining units. There will only be
one contract open for negotiations in the 2005 fiscal year. The City Council also authorized two
additional mills that will be levied for the first time in 2005. In an effort to stabilize costs, the City has
continued to freeze any additions to the full-time work force and the City will rely more heavily on part-
time workers. We expect this trend to continue given the significant savings realized by using a part-
time labor force.

There are a number of external factors that will also have a significant impact on the city and its
economic future. In December of 2004, The DANA Corporation, one of the 10 largest employers in the
City, indicated they would be closing manufacturing operations in Muskegon in the fall of 2005.

Among the facilities being closed is one in the City of Muskegon Heights. The combined property and
income taxes of this facility are significant and the City will have to make adjustments to account for the
immediate loss in income tax revenue and the gradual loss of property tax revenue. The City of
Muskegon Heights has also joined other Muskegon County Wastewater Management System users in
reducing the amount of debt for the Sappi Corporation, one of the largest employers in Muskegon
County and largest corporate user of the County-wide Wastewater Management System. It is hoped that
this reduction in costs will help cement the company’s long-term future here in Muskegon County.

ix



CITY OF MUSKEGON HEIGHTS

Management's Discussion and Analysis

The City continues to be optimistic about the long-term projects it is working on and the far reaching
impact they can have on the community’s economic stability. The Bennett Pump property has now had
all of the structures demolished and the City anticipates having it ready for industrial redevelopment by
the end of 2005. The former Wastewater Treatment Plant has moved closer to our ultimate goal of
redevelopment of the site into single and multi-family housing. The Centennial Plaza site is expected to
begin construction before the fall of 2005.

The City of Muskegon Heights like many other governmental entities will be looking more closely at the
services it provides and the necessity and costs of providing those services. The City expects to be more
involved in providing services jointly with other municipalities, cooperative purchasing and eliminating
services duplicated by another organization.

The City’s business-type activities have experienced some declines in cash flows and fund balances but
overall remain in much better shape than the governmental activities. In the spring of 2005, City
Council approved an increase of approximately 9% in the water rate charged to city customers. This
rate increase is needed for operations and system improvements. The City Council also increases the
sewer commodity rate by 7% and the debt service rate by 25%. These were is necessary to account for
the operational reductions from closing of the DANA facility mentioned above and the increased cost
due to the Sappi Corporation’s debt restructuring.

Requests for Information

This financial report is designed to provide a general overview of the City of Muskegon Heights’
finances for all those with an interest. Questions concerning any of the information provided in this
report or requests for additional information should be addressed to the City of Muskegon Heights,
Finance Department, 2724 Peck Street, Muskegon Heights, Michigan 49444, (231) 733-8870.



BRICKLEY DELONG

CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS’ REPORT
June 28, 2005

City Council
City of Muskegon Heights
Muskegon Heights, Michigan

We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the discretely presented component unit, each major fund, and the aggregate remaining fund
information of the City of Muskegon Heights as of and for the year ended December 31, 2004, which collectively
comprise the City's financial statements as listed in the table of contents. These financial statements are the
responsibility of the City of Muskegon Heights' management. Our responsibility is to express opinions on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis for
our opinions.

In our opinion, the financial statements referred to above present fairly, in all material respects, the respective
financial position of the governmental activities, the business-type activities, the discretely presented component
unit, each major fund, and the aggregate remaining fund information of the City of Muskegon Heights, as of
December 31, 2004, and the respective changes in financial position and cash flows, where applicable, thereof for
the year then ended in conformity with accounting principles generally accepted in the United States of America.

In accordance with Government Auditing Standards we have also issued our report dated June 28, 2005, on our
consideration of the City of Muskegon Heights' internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations contracts and grants. That report is an integral part of an
audit performed in accordance with Government Auditing Standards and should be read in conjunction with this
report in considering the results of our audit.

The managements’ discussion and analysis and budgetary comparison information on pages i through x and 34
through 39, is not a required part of the basic financial statement but are supplemental information required by
accounting principles generally accepted in the United States of America. We have applied certain limited
procedures, which consisted principally of inquiries of management regarding the methods of measurement and
presentation of the supplemental information. However, we did not audit the information and express no opinion
on it.

500 Terrace Plaza « P.O. Box 999 » Muskegon, MI 49443 1 907 S. State St. « P.O. Box 331 « Hart, MI 49420
PHONE (231) 726-3147 » FAX (231) 722-0260 PHONE (231) 873-1040 « FAX (231) 873-0602



BRICKLEY DELONG

City Council
June 28, 2005
Page 2

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the City of Muskegon Heights' basic financial statements. The combining nonmajor fund financial
statements are presented for purposes of additional analysis and are not a required part of the basic financial
statements. The combining nonmajor fund financial statements have been subjected to the auditing procedures
applied in the audit of the basic financial statements and, in our opinion, are fairly stated in all material respects in
relation to the basic financial statements taken as a whole.
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CURRENT ASSETS
Cash and investments
Receivables
Due from component unit
Due from primary government
Internal balances
Due from other governmental units
Inventories
Prepaid items

Total current assets

NONCURRENT ASSETS

Restricted assets

Capital assets, net
Nondepreciable
Depreciable

Bond issue costs, net

Special assessments receivable

Notes receivable

Total noncurrent assets

Total assets

CURRENT LIABILITIES

Accounts payable and accrued liabilities

Due to component unit

Due to primary government
Due to other governmental units
Deferred revenue

Bonds, capital leases and contracts, due within one year
Compensated absences due within one year

Accrued interest, due within one year

Total current liabilities

NONCURRENT LIABILITIES

Bonds, capital leases and contracts, less amounts due within one year
Compensated absences, less amounts due within one year

Total noncurrent liabilities

Total liabilities

NET ASSETS (DEFICIT)

Invested in capital assets, net of related debt

Restricted for:

Capital projects

Highways and streets

Debt service

Non-expendable perpetual care
Unrestricted

Total net assets

The accompanying notes are an integral part of this statement.

City of Muskegon Heights
STATEMENT OF NET ASSETS
December 31, 2004

ASSETS
Component unit
Downtown
Governmental Business-type Development
activities activities Total Authority
$ 1,053,678 $ 2,529,388 3,583,066 $ 267,744
635,390 563,425 1,198,815 117,261
10,746 - 10,746 -
- - - 4,918
11,512 (11,512) - -
546,527 - 546,527 -
83,080 24,546 107,626 -
138,143 - 138,143 -
2,479,076 3,105,847 5,584,923 389,923
- 3,632,044 3,632,044 -
254,408 40,012 294,420 294,635
10,244,243 22,283,917 32,528,160 616,598
50,869 572,981 623,850 -
5714 - 5714 -

- - - 26,000
10,555,234 26,528,954 37,084,188 937,233
13,034,310 29,634,801 42,669,111 1,327,156

LIABILITIES AND NET ASSETS (DEFICIT)
325,042 674,781 999,823 20,996
4,918 - 4,918 -
- - - 10,746
3,288 - 3,288 82,451
1,056,777 41,234 1,098,011 163,382
103,000 420,000 523,000 28,500
110,000 - 110,000 -
12,180 147,721 159,901 8,903
1,615,205 1,283,736 2,898,941 314,978
2,225,752 17,394,501 19,620,253 789,620
287,514 - 287,514 -
2,513,266 17,394,501 19,907,767 789,620
4,128,471 18,678,237 22,806,708 1,104,598
9,669,899 6,002,660 15,672,559 93,113
25,933 405,084 431,017 -
184,769 - 184,769 -
4,327 1,444,862 1,449,189 -
497,124 - 497,124 -
(1,476,213) 3,103,958 1,627,745 129,445
$ 8905839 $ 10,956,564 19,862,403 $ 222,558




City of Muskegon Heights

STATEMENT OF ACTIVITIES
For the year ended December 31, 2004

Net (Expense) Revenue and Changes in Net Assets

Component Unit

Program Revenue Primary Government Downtown
Charges for Operating grants Capital grants Governmental Business-type Development
Functions/Programs Expenses services and contributions and contributions activities activities Total Authority
Primary government
Governmental activities
General government 2,174,833 § 228,237 $ 47,927 $ - (1,898,669) $ - $  (1,898,669) $ -
Public safety 3,376,259 245,429 53,478 107,938 (2,969,414) - (2,969,414) -
Public works 2,266,537 351,706 870,732 355,000 (689,099) - (689,099) -
Community and economic development 744,461 13,063 762,839 - 31,441 - 31,441 -
Culture and recreation 314,126 24,260 50,000 - (239,866) - (239,866) -
Interest on long-term debt 59,984 - 95,616 - 35,632 - 35,632 -
Total governmental activities 8,936,200 862,695 1,880,592 462,938 (5,729,975) - (5,729,975) -
Business-type activities:
Sewer 792,153 747,955 - - - (44,198) (44,198) -
Water 1,225,426 1,306,940 - - - 81,514 81,514 -
Water Supply 2,796,131 2,230,689 - - - (565,442) (565,442) -
Total business-type activities 4,813,710 4,285,584 - - - (528,126) (528,126) -
Total primary government $ 13,749,910 $ 5,148,279 $ 1,880,592 462,938 (5,729,975) (528,126) (6,258,101) -
Component unit
Downtown Development Authority
Community and economic development $ 369,294 § 62,334 $ 2,000 - - - - (304,960)
General revenues:
Property taxes 1,961,330 - 1,961,330 353,633
Income taxes 1,020,227 - 1,020,227 -
Franchise fees 91,874 - 91,874 -
Grants and contributions not restricted to specific programs 1,926,545 - 1,926,545 -
Unrestricted investment earnings 39,005 100,550 139,555 3,801
Miscellaneous 137,505 - 137,505 -
Loss on sale of capital asset (21,423) - (21,423) -
Transfers 24,268 (24,268) - -
Total general revenues, special items, and transfers 5,179,331 76,282 5,255,613 357,434
Change in net assets (550,644) (451,844) (1,002,488) 52,474
Net assets at January 1, 2004, restated 9,456,483 11,408,408 20,864,891 170,084
Net assets at December 31, 2004 8,905,839 § 10,956,564 $ 19,862,403 $ 222,558

The accompanying notes are an integral part of this statement.




ASSETS
Cash and investments
Receivables
Property taxes
Income taxes
Special assessments
Other
Due from other funds
Due from component unit
Due from other governmental units
Inventories
Prepaid items

Total assets

LIABILITIES AND FUND BALANCES
Liabilities
Accounts payable
Accrued liabilities
Customer deposits
Due to other funds
Due to component unit
Due to other governmental units
Deferred revenue

Total liabilities

Fund balances
Reserved for:
Inventories
Prepaid items
Debt service
Capital projects
Perpetual care
Unreserved
General Fund
Special revenue funds

Total fund balances
Total liabilities and fund balances

The accompanying notes are an integral part of this statement.

City of Muskegon Heights
BALANCE SHEET
Governmental Funds
December 31, 2004

$

$

$

$

Other Total
General governmental governmental

Fund funds funds
385,762 $ 667,916 $ 1,053,678
286,172 8,752 294,924
128,054 - 128,054
- 5,714 5,714
121,402 54,508 175,910
350,339 276,640 626,979
10,746 - 10,746
345,184 201,343 546,527
14,080 - 14,080
138,143 - 138,143
1,779,882 $ 1,214,873 $ 2,994,755
214,194 $ 56,648 $ 270,842
43,357 8,568 51,925
- 2,075 2,075
123,991 491,476 615,467
i 4918 4,918
3,288 - 3,288
1,016,156 53,129 1,069,285
1,400,986 616,814 2,017,800
14,080 - 14,080
138,143 - 138,143
. 4327 4327
- 25,933 25,933
- 497,124 497,124
226,673 - 226,673
- 70,675 70,675
378,896 598,059 976,955
1,779,882 $ 1,214,873 $ 2,994,755




City of Muskegon Heights
RECONCILIATION OF THE BALANCE SHEET OF GOVERNMENTAL FUNDS
TO THE STATEMENT OF NET ASSETS
December 31, 2004

Total fund balance—governmental funds

Amounts reported for governmental activities in the Statement of Net Assets
are different because:

Inventory of houses recorded on the Statement of Net Assets that are unavailable and are
not reported in the governmental funds.

Capital assets used in governmental activities are not financial resources and
are not reported in the governmental funds.
Cost of capital assets $ 23,104,305

Accumulated depreciation and amortization (12,605,654)

Bond issuance costs are not capitalized and amortized in the governmental funds
Bond issue costs 51,731

Accumulated amount (862)

Other receivables in governmental activities not reported in the
governmental funds.

Long-term liabilities in governmental activities are not due and payable in the current
period and are not reported in the governmental funds.
Long-term liabilities (2,328.,752)

Compensated absences (397,514)

Accrued interest in governmental activities is not reported in the governmental funds.

Net assets of governmental activities in the Statement of Net Assets

The accompanying notes are an integral part of this statement.

$

$

976,955

69,000

10,498,651

50,869

48,810

(2,726,266)

(12,180)

8,905,839



City of Muskegon Heights

STATEMENT OF REVENUES, EXPENDITURES AND CHANGES IN FUND BALANCES (DEFICITS)

REVENUES

Taxes

Licenses and permits

Intergovernmental revenues
Federal
State

Charges for services

Fines and forfeitures

Investment carnings

Other

Total revenues

EXPENDITURES
Current
General government
Public safety
Public works
Community and economic development
Culture and recreation
Debt service
Principal
Interest and fees
Capital outlay

Total expenditures

Excess of revenues over (under) expenditures

OTHER FINANCING SOURCES (USES)
Proceeds from long-term debt, net
Proceeds from sale of fixed assets
Transfers in
Transfers out

Total other financing sources (uses)

Net change in fund balances (deficit)

Fund balances (deficit) at January 1, 2004, restated

Fund balances at December 31, 2004

The accompanying notes are an integral part of this statement.

Governmental Funds
For the year ended December 31, 2004

Other Total
General governmental governmental
Fund funds funds
2,954,574 $ 54,335 $ 3,008,909
110,712 - 110,712
133,873 676,330 810,203
1,892,754 942,732 2,835,486
764,917 178,940 943,857
15,571 - 15,571
18,600 20,405 39,005
133,255 97,835 231,090
6,024,256 1,970,577 7,994,833
1,947,257 178,331 2,125,588
3,237,305 - 3,237,305
728,496 702,210 1,430,706
13,321 526,261 539,582
182,610 107,687 290,297
26,957 119,996 146,953
2,540 57,416 59,956
156,678 57,434 214,112
6,295,164 1,749,335 8,044,499
(270,908) 221,242 (49,666)
1,448,269 - 1,448,269
27,016 - 27,016
40,000 138,805 178,805
(41,018) (113,519) (154,537)
1,474,267 25,286 1,499,553
1,203,359 246,528 1,449,887
(824,463) 351,531 (472,932)
378,896 $ 598,059 $ 976,955




City of Muskegon Heights
RECONCILIATION OF THE STATEMENT OF REVENUES, EXPENDITURES AND CHANGES IN
FUND BALANCES (DEFICITS) OF GOVERNMENTAL FUNDS TO THE STATEMENT OF ACTIVITIES
For the year ended December 31, 2004

Net change in fund balances—total governmental funds $ 1,449,887
Amounts reported for governmental activities in the Statement of Activities are different because:

Revenues reported in the Statement of Activities that does not provide current financial resources
are not reported as revenue in the governmental funds. 105,701

Net expenditures recorded in the Statement of Activities related to the inventory of houses, but
was recorded in the prior year as expenditures in the governmental funds. (187,142)

Governmental funds report outlays for capital assets as expenditures; in the Statement
of Activities, these costs are depreciated and amortized over their estimated useful lives.
Depreciation and amortization expense $ (1,069,838)
Capital outlay 461,739 (608,099)

Proceeds from bond issuance is an other financing source in the governmental funds, but the proceeds
increase long-term debt in the Statement of Net Assets. (1,500,000)

Bond premiums are amortized over time in the Statement of Activities, but are recorded
in full in the year paid in the governmental funds 50,869

Governmental funds report the entire proceeds from the sale of fixed assets as revenue in the governmental
funds. In contrast, the Statement of Activities reports only the gain or loss on sale of capital assets (38,438)

Repayment of principal on long-term debt is an expenditure in the governmental funds, but the
repayment reduces long-term liabilities in the Statement of Net Assets. 146,953

Accrued interest on long-term debt is recorded in the Statement of Activities when incurred,
but is not reported in the governmental funds until paid. 834

Increases in the compensated absences are reported as expenses when earned in the
Statement of Activities and reported as expenditures when financial resources are used in the
governmental funds. 28,791

Change in net assets of governmental activities $ (550,644)

The accompanying notes are an integral part of this statement.



CURRENT ASSETS
Cash and investments
Accounts receivable
Due from other funds
Inventories

Total current assets

NONCURRENT ASSETS

Restricted assets

Capital assets
Land
Buildings and system
Plants and infrastructure
Machinery and equipment

Less accumulated depreciation

Net capital assets
Bond issuance costs, net

Total noncurrent assets

Total assets

CURRENT LIABILITIES
Accounts payable
Accrued liabilities
Due to other funds
Deferred revenue
Bonds, capital leases and contracts, due within one year

Total current liabilities
NONCURRENT LIABILITIES
Bonds, capital leases and contracts, less amounts due within one year
Total liabilities
NET ASSETS (DEFICIT)
Invested in capital assets, net of related debt
Restricted for:
Capital projects
Debt service
Unrestricted

Total net assets

The accompanying notes are an integral part of this statement.

City of Muskegon Heights
STATEMENT OF NET ASSETS

Enterprise Funds
December 31, 2004

ASSETS
Water
Sewer Water Supply Total

$ 1,233,474 $ 240,218 $ 1,055,696 $ 2,529,388
210,649 352,776 - 563,425

81,072 - 678,339 759,411

- 17,050 7,496 24,546

1,525,195 610,044 1,741,531 3,876,770

- - 3,632,044 3,632,044

2,246 - 37,766 40,012

- 21,920 89,306 111,226

3,172,580 1,911,658 24,751,248 29,835,486
259,736 233,050 351,449 844,235
(1,988,203) (1,631,467) (4,887,360) (8,507,030)
1,446,359 535,161 20,342,409 22,323,929

- - 572,981 572,981

1,446,359 535,161 24,547,434 26,528,954
2,971,554 1,145,205 26,288,965 30,405,724

LIABILITIES AND NET ASSETS (DEFICIT)

67,535 5,857 548,161 621,553

15,225 14,884 170,840 200,949

1,134 767,755 2,034 770,923

- 41,234 - 41,234

100,000 - 320,000 420,000
183,894 829,730 1,041,035 2,054,659
344,501 - 17,050,000 17,394,501
528,395 829,730 18,091,035 19,449,160
1,001,858 535,161 4,465,641 6,002,660

- - 405,084 405,084

- - 1,444,862 1,444,862

1,441,301 (219,686) 1,882,343 3,103,958

$ 2,443,159 $ 315,475 $ 8,197,930 $ 10,956,564




City of Muskegon Heights
STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS
Enterprise Funds
For the year ended December 31, 2004

Water
Sewer Water Supply Total
REVENUES
Charges for services $ 747,955 $ 1,306,940 $ 2,230,689 $ 4,285,584
OPERATING EXPENSES
Administration 80,000 120,417 80,000 280,417
Operations 580,347 1,051,428 1,007,066 2,638,841
Depreciation and amortization 56,585 53,581 705,198 815,364
Total operating expenses 716,932 1,225,426 1,792,264 3,734,622
Operating income 31,023 81,514 438,425 550,962
NONOPERATING REVENUES (EXPENSES)
Investment earnings 13,898 4,806 81,846 100,550
Interest expense (75,221) - (1,003,867) (1,079,088)
Total nonoperating revenue (expenses) (61,323) 4,806 (922,021) (978,538)
Income (loss) before transfers (30,300) 86,320 (483,596) (427,576)
Transfers out - - (24,268) (24,268)
Change in net assets (30,300) 86,320 (507,864) (451,844)
Total net assets at January 1, 2004 2,473,459 229,155 8,705,794 11,408,408
Total net assets at December 31, 2004 $ 2,443,159 $ 315,475 $ 8,197,930 $ 10,956,564

The accompanying notes are an integral part of this statement.
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CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from customers
Receipts from interfund services provided
Payments to suppliers
Payments to employees
Payments for interfund services

Net cash provided by (used for) operating activities

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
Operating subsidies and transfers to other funds

City of Muskegon Heights
STATEMENT OF CASH FLOWS
Enterprise Funds
For the year ended December 31, 2004

CASH FLOWS FROM CAPITAL AND RELATED FINANCING ACTIVITIES

Purchases of capital assets
Principal and interest paid on capital debt

Net cash used for capital and related financing activities

CASH FLOW FROM INVESTING ACTIVITIES
Advances to other funds
Investment earnings

Net cash provided by investing activities

Net increase (decrease) in cash and investments
Cash and investments at January 1, 2004
Cash and investments at December 31, 2004

Reconciliation of cash and investments to the balance sheet
Cash and investments
Restricted assets

Reconciliation of operating income to net cash provided by (used for)
operating activities
Operating income
Adjustments to reconcile operating income to net cash provided by
(used for) operating activities
Depreciation and amortization expense
Change in assets and liabilities
Receivables, net
Internal activity
Inventories
Accounts and other payables
Accrued liabilities

Net cash provided by (used for) operating activities

The accompanying notes are an integral part of this statement.

Water

Sewer Water Supply Total

$ 758,329 $ 1235674 $ 1,530,418 $ 3,524,421
3,497 10,674 1,336,881 1,351,052
(484,259) (193,914) (728,946) (1,407,119)
(100,492) (169,857) (329,380) (599,729)
(68,358) (1,172,532) (403,678) (1,644,568)
108,717 (289,955) 1,405,295 1,224,057
- - (24,268) (24,268)
- - (69,926) (69,926)
(173,111) - (1,282,494) (1,455,605)
(173,111) - (1,352,420) (1,525,531)
290,000 - - 290,000
13,898 4,806 81,846 100,550
303,898 4,806 81,846 390,550
239,504 (285,149) 110,453 64,808
993,970 525,367 4,577,287 6,096,624

$ 1,233,474 $ 240,218 $ 4,687,740 $ 6,161,432
$ 1,233,474 $ 240,218 $ 1,055,696 $ 2,529,388
- - 3,632,044 3,632,044

$ 1,233,474 $ 240,218 $ 4,687,740 $ 6,161,432
$ 31,023 $ 81,514 $ 438,425 $ 550,962
56,585 53,581 705,198 815,364
13,871 (67,005) 37,338 (15,796)
11,642 (348,509) 278,095 (58,772)
- (4,220) 1,552 (2,668)
(7,344) (8,650) (40,112) (56,106)
2,940 3,334 (15,201) (8,927)

$ 108,717 $ (289,955) $ 1,405,295 $ 1,224,057
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City of Muskegon Heights
STATEMENT OF FIDUCIARY NET ASSETS
December 31, 2004

Private Purpose

Employee Trust Fund - Agency
Benefit Plan Simple Funds
ASSETS
Cash and investments $ 802,880 $ 3,215 $ 631,974
Accounts receivable - - 102,712
Total assets 302,880 3,215 734,686
LIABILITIES
Accounts payable - - 103,411
Due to other governmental units - - 597,653
Deposits held for others - - 33,622
Total liabilities - - 734,686
NET ASSETS
Held in trust for benefits and other purposes $ 802,880 $ 3,215 $ -

The accompanying notes are an integral part of this statement.
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City of Muskegon Heights

STATEMENT OF CHANGES IN FIDUCIARY NET ASSETS

For the year ended December 31, 2004

ADDITIONS
Employee contributions
Investment gain

DEDUCTIONS
Benefits
Fees

Change in net assets
Net assets at January 1, 2004

Net assets at December 31, 2004

The accompanying notes are an integral part of this statement.
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Employee Private Purpose
Benefit Trust Fund -
Plan Simple
$ 16,316 $ -
42,834 -
59,150 -
35,865 -
- 44
35,865 44
23,285 (44)
779,595 3,259
$ 802,880 $ 3,215



City of Muskegon Heights
NOTES TO FINANCIAL STATEMENTS
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The financial statements of the City of Muskegon Heights (City) have been prepared in conformity with
accounting principles generally accepted in the United States of America (GAAP) as applied to government
units. The Governmental Accounting Standards Board (GASB) is the accepted standard-setting body for
establishing governmental accounting and financial reporting principles. The more significant of the City's
accounting policies are described below.

Effective January 1, 2003, the City and Downtown Development Authority adopted GASB Statement
No. 34, Basic Financial Statements — and Management’s Discussion and Analysis — for State and
Local Governments, as amended by GASB Statement No. 37 and No. 38. These statements primarily
establish standards for external financial reporting for state and local governments. Certain
significant changes in these statements include the following:

e A Management Discussion and Analysis (MD&A) section providing an analysis of the City’s
overall financial position and results of operations.

e Government-wide financial statements prepared using full accrual accounting for all of the
City’s activities.

e A change in the fund financial statements to focus on the major funds.
e Expansion of footnote disclosures.

e These and other changes are reflected in the accompanying financial statements, including
notes to financial statements.

1. Report Entity

The City of Muskegon Heights' (City) is a municipal corporation governed by an elected mayor and six-
member council. The accompanying financial statements present the government and its component units,
entities for which the government is considered to be financially accountable. Each discretely presented
component unit is reported in a separate column in the government-wide financial statements (see note below
for description) to emphasize that it is legally separate from the government.

Discretely presented component unit

The discretely presented component unit is reported in a separate column in the combined financial statements
to emphasize that it is legally separate from the primary government. The discretely presented component
unit has a December 31 fiscal year end. The discretely presented component unit is the Downtown
Development Authority (DDA).

The DDA board is appointed by the City Council, but the Authority operates as a separate entity. The DDA
board can authorize and issue debt independent from the City. The DDA is presented as a governmental fund

type.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES—Continued
2. Government-Wide and Fund Financial Statements

The government-wide financial statements (i.¢., the statement of net assets and the statement of changes in net
assets) report information on all of the nonfiduciary activities of the primary government and its component
units. For the most part, the effect of interfund activity has been removed from these statements.
Governmental activities, which normally are supported by taxes and intergovernmental revenues, are reported
separately from business-type activities, which rely to a significant extent on fees and charges for support.
Likewise, the primary government is reported separately from certain legally separate component units for
which the primary government is financially accountable.

The statement of activities demonstrates the degree to which the direct expenses of a given function or
segment are offset by program revenues. Direct expenses are those that are clearly identifiable with a specific
function or segment. Program revenues include 1) charges to customers or applicants who purchase, use, or
directly benefit from goods, services, or privileges provided by a given function or segment and 2) grants and
contributions that are restricted to meeting the operational or capital requirement of a particular function or
segment. Taxes and other items not properly included among program revenues are reported instead as
general revenues.

Separate financial statements are provided for governmental funds, proprietary funds, and fiduciary funds,
even though the latter are excluded from the government-wide financial statements. Major individual
governmental funds and major individual enterprise funds are reported as separate columns in the fund
financial statements.

3. Measurement Focus, Basis of Accounting and Financial Statement Presentation

The government-wide financial statements are reported using the economic resources measurement focus and
the accrual basis of accounting, as are the proprictary fund and fiduciary fund financial statements. Revenues
are recorded when earned and expenses are recorded when a liability is incurred, regardless of the timing of
related cash flows. Property taxes are recognized as revenues in the year for which they are levied. Grants
and similar items are recognized as revenue as soon as all eligibility requirements imposed by the provider
have been met.

Governmental fund financial statements are reported using the current financial resources measurement focus
and the modified accrual basis of accounting. Revenues are recognized as soon as they are both measurable
and available. Revenues are considered to be available when they are collectible within the current period or
soon enough thereafter to pay liabilities of the current period. For this purpose, the government considers
revenues to be available if they are collected within 60 days of the end of the current fiscal period.
Expenditures generally are recorded when a liability is incurred, as under accrual accounting. However, debt
service expenditures, as well as expenditures related to compensated absences and claims and judgments, are
recorded only when payment is due.

Property taxes, income taxes, franchise taxes, licenses and interest associated with the current fiscal period are
all considered to be susceptible to accrual and so have been recognized as revenues of the current fiscal
period. Only the portion of special assessments receivable due within the current fiscal period is considered
to be susceptible to accrual as revenue of the current period. All other revenue items are considered to be
measurable and available only when cash is received by the government.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES—Continued
3. Measurement Focus, Basis of Accounting and Financial Statement Presentation—Continued
The City reports the following major governmental funds:

The General Fund is the government's primary operating fund. It accounts for all financial
resources of the general government, except those required to be accounted for in another fund.

The City reports the following three major proprictary funds:

The Sewer Fund operates the City's sewage pumping station, collection systems and pays for
access to the county's sewage treatment plant.

The Water Fund operates the City's water distribution system.

The Water Supply Fund operates the City's water treatment plant. The plant provides water to the
City and two adjacent municipalities.

Additionally, the City reports the following fund types:

The Pension Trust Fund accounts for the activities of the City's employees retirement plan, which
accumulates resources for pension benefit payments.

The Private Purpose Trust Fund is a fund comprised of employee contributions for the purpose of
purchasing cards and flowers as sympathy for illness and death.

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989, generally
are followed in both the government-wide and proprictary fund financial statements to the extent that those
standards do not conflict with or contradict guidance of the Government Accounting Standards Board.
Governments also have the option of following subsequent private-sector guidance for their business-type
activities and enterprise funds, subject to this same limitation. The City has elected not to follow
subsequent private-sector guidance.

As a general rule the effect of interfund activity has been eliminated form the government-wide financial
statements. Exceptions to this general rule are payments-in-lieu of taxes and other charges between the City's
water and sewer function and various other functions of the government. Elimination of these charges would
distort the direct costs and program revenues reported for the various functions concerned.

Amounts reported as program revenues include 1) charges to customers or applicants for goods, services or
privileges provided, 2) operating grants and contributions and 3) capital grants and contributions, including
special assessments. Internally dedicated resources are reported as general revenues rather than as program
revenues. Likewise, general revenues include all taxes.

Proprietary funds distinguish operating revenues and expenses from nonoperating items. Operating revenues
and expenses generally result from providing services and producing and delivering goods in connection with
a proprietary fund's principal ongoing operations. The principal operating revenues are charges to customers
for sales and services. The enterprise funds also recognize as operating revenue the portion of tap fees
intended to recover the cost of connecting new customers to the system. Operating expenses for enterprise
funds include the cost of sales and services, administrative expenses and depreciation on capital assets. All
revenues and expenses not meeting this definition are reported as nonoperating revenues and expenses.

When both restricted and unrestricted resources are available for use, it is the City's policy to use restricted
resources first, then unrestricted resources as they are needed.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES—Continued
4. Assets, Liabilities and Net Assets or Equity
a. Deposits and Investments

The City's cash and cash equivalents are considered to be cash on hand, demand deposits and short-term
investments with original maturities of three months or less from the date of acquisition.

The City has adopted an investment policy in compliance with State of Michigan statutes. Those statutes
authorize the City to invest in obligations of the United States, certificates of deposit, prime commercial
paper, securities guaranteed by United States agencies or instrumentalities, United States government or
federal agency obligation repurchase agreements, bankers acceptances, state-approved investment pools
and certain mutual funds.

The component unit's cash and investments are maintained within the City's investment pool. All
investments are stated at cost or amortized cost.

b. Receivables and Payables

Activity between funds that are representative of lending/borrowing arrangements outstanding at the end
of the fiscal year are referred to as either "due to/from other funds" (i.e., the current portion of interfund
loans) or "advances to/from other funds" (i.e., the non-current portion of interfund loans). All other
outstanding balances between funds are reported as "due to/from other funds". Any residual balances
outstanding between the governmental activities and business-type activities are reported in the
government-wide financial statements as "internal balances".

Advances between funds, as reported in the fund financial statements, are offset by a fund balance reserve
account in applicable governmental funds to indicate that they are not available for appropriation and are
not expendable available financial resources.

All trade and property tax receivables are shown net of allowance for uncollectibles.

The City bills and collects its own property taxes and also collects taxes for the county, school and State
of Michigan. Taxes are levied on each July 1 on the taxable valuation of property (as defined by state
statutes) located in the Local Governmental Unit as of the preceding December 31. Uncollectible real
property taxes as of the following February 15 are turned over by the City to the County for collection.
The County advances the City all these delinquent real property taxes. The delinquent personal property
taxes remain the responsibility of the City.

Although the Local Governmental Unit 2004 ad valorem tax is levied and collectible on July 1, 2004, it is
the Local Governmental Unit's policy to recognize one half of the current tax levy, if available, in the
current year since the millage was approved to finance the City from July 1 through the following June
30. "Available" means collected within the current period or expected to be collected soon enough
thereafter to be used to pay liabilities of the current period (60 days).

The 2004 state taxable value for real/personal property of the City totaled approximately $120,300,000 of
which approximately $8,450,000 was captured by the DDA. The ad valorem taxes levied consisted of 10
mills for operation, 3 mills for sanitation, 3 mills for police, and .35 mills for street lighting for the City's
General Fund operating purposes and .5 mills for the Recreation Fund activities. These amounts are
recognized in the respective General Fund, Recreation Fund and DDA.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES—Continued
4. Assets, Liabilities and Net Assets or Equity—Continued
c. Inventories and Prepaid Items

All inventories are valued at cost using the first-in/first-out(FIFO) method. Inventories of governmental
funds are recorded as expenditures when consumed rather than when purchased.

Certain payments to vendors reflect costs applicable to future accounting periods and are recorded as
prepaid items in both government-wide and fund financial statements.

d. Restricted Assets

Certain proceeds of the Enterprise Fund revenue bonds, as well as certain resources set aside for their
repayment, are classified as restricted assets on the balance sheet because they are maintained in separate
bank accounts and their use is limited by applicable bond covenants.

e. Capital Assets

Capital assets, which include property, plant, equipment and infrastructure assets (e.g., roads, bridges,
sidewalks and similar items), are reported in the applicable governmental or business-type activities
columns in the government-wide financial statements. Capital assets, other than infrastructure assets, are
defined by the government as assets with an initial, individual cost of more than $5,000 (amount not
rounded) and an estimated useful life in excess of two years. The government reports infrastructure assets
on a network and subsystem basis. Accordingly, the amounts spent for the construction or acquisition of
infrastructure assets are capitalized and reported in the government-wide financial statements regardless
of their amount.

In the case of the initial capitalization of general infrastructure assets (i.¢., those reported by governmental
activities) the government chose to include all such items regardless of their acquisition date or amount.
The government was able to estimate the historical cost for the initial reporting of these assets through
backtrending (i.c., estimating the current replacement cost of the infrastructure to be capitalized and using
an appropriate price-level index to deflate the cost to the acquisition year or estimated acquisition year).
As the government constructs or acquires additional capital assets each period, including infrastructure
assets, they are capitalized and reported at historical cost. The reported value excludes normal
maintenance and repairs which are essentially amounts spent in relation to capital assets that do not
increase the capacity or efficiency of the item or extend its useful life beyond the original estimate. In the
case of donations the government values these capital assets at the estimated fair value of the item at the
date of its donation.

Interest incurred during the construction phase of capital assets of business-type activities is included as
part of the capitalized value of the assets constructed.

Property, plant and equipment of the primary government, as well as the component units, is depreciated
using the straight-line method over the following estimated useful lives:

Assets Years
Buildings and access rights 25-50
Public domain infrastructure 20-30
System infrastructure and improvements 10-100
Vehicles and equipment 5-25
Office equipment 5
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE A—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES—Continued
4. Assets, Liabilities and Net Assets or Equity—Continued
f. Compensated Absences

City employees are granted vacation and sick leave in varying amounts based on length of service.
Accumulated vacation leave must be taken no later than the year after it is earned. Upon termination,
employees are paid for unused vacation at their current rates. Sick leave is accumulated at the rate of one
day per month of employment. Unused sick leave is accumulated up to 120 days for employees. Unused
accumulated sick leave is paid to employees who resign or retire, limited to 50 percent of days
accumulated. All vacation and sick pay is accrued when incurred in the government-wide, proprietary
and fiduciary fund financial statements. A liability for these amounts is reported in governmental funds
only if they have matured, for example, as a result of employee resignations and retirements.

g. Long-Term Obligations

In the government-wide financial statements and proprietary fund types in the fund financial statements,
long-term debt and other long-term obligations are reported as liabilities in the applicable governmental
activities, business-type activities or proprictary fund type statement of net assets. Bond premiums and
discounts as well as issuance costs, are deferred and amortized over the life of the bonds using the
effective interest method. Bonds payable are reported net of the applicable bond premium or discount.
Bond issuance costs are reported as deferred charges and amortized over the term of the related debt.

In the fund financial statements, governmental fund types recognize bond premiums and discounts, as
well as bond issuance costs, during the current period. The face amount of debt issued is reported as
other financing sources. Premiums received on debt issuances are reported as other financing sources
while discounts on debt issuances are reported as other financing uses. Issuance costs, whether or not
withheld from the actual debt proceeds received, are reported as debt service expenditures.

h. Fund Equity
In the fund financial statements, governmental funds report reservations of fund balance for amounts
that are not available for appropriation or are legally restricted by outside parties for use for a specific
purpose. Designations of fund balance represent tentative management plans that are subject to
change.
i.  Use of Estimates
The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect certain reported amounts and
disclosures.
NOTE B—STEWARDSHIP, COMPLIANCE AND ACCOUNTABILITY
1. Budgetary Information
Annual budgets are adopted on a basis consistent with generally accepted accounting principles for all

governmental funds except the capital projects funds, which adopt project-length budgets, and the
permanent fund, which is not budgeted. All annual appropriations lapse at fiscal year end.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE B—STEWARDSHIP, COMPLIANCE AND ACCOUNTABILITY—Continued
1. Budgetary Information—Continued

The City follows these procedures in establishing the budgetary information provided in the financial
statements:

a. Prior to the first Monday of November, the City Manager submits to the City Council a proposed
operating budget for the fiscal year commencing the following January 1. The operating budget
includes proposed expenditures and the means of financing them.

b. Public hearings are conducted at the City Hall to obtain taxpayer comments.

¢. Not later than the second Monday in December, the budget is legally enacted through passage of
a resolution.

d. Supplemental appropriations, when required to provide for additional expenditures, are matched
by additional anticipated revenues or an appropriation of available fund balance and must be
approved by the City Council. All appropriations lapse at year end.

The appropriated budget is prepared by fund, function and department. The City's department heads may
make transfers of appropriations within a department. Transfers of appropriations between departments
require the approval of the City Council. The legal level of budgetary control is the department level.
The City Council made several supplemental budgetary appropriations throughout the year.

2. Excess of Expenditures Over Appropriations

For the year ended December 31, 2004, expenditures exceeded appropriations in the following funds and

departments.
Amended
budget Actual Excess
General Fund
Assessor $ 123,788 $ 126,623 $ 2835
Motor pool 70,000 74,267 4,267
Fire 974,099 988,582 14,483
Public works 52,100 55,835 3,735
Traffic Department 12,900 22,025 9,125
Debt Service 16,280 29,497 13,217
Capital outlay 126,500 156,678 30,178
Transfers out - 41,018 41,018
Major Street Fund
Winter maintenance 124,000 137.426 13,426
Debt Service - 18,691 18.691
Local Streets Fund
Winter maintenance 56,500 78,734 22234
Recreation Fund 98,000 107,686 9,686

3. Fund Deficit
As of December 31, 2004, the City's Major Street Fund, Cemetery Fund and Water Fund had undesignated

fund deficits of $150,402, $14,987, and $219,686, respectively. The deficits will be eliminated through future
operations, which may include new revenue sources, reduction of operating expenses and interfund transfers.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE C—DEPOSITS AND INVESTMENTS
1. Deposits

The City’s deposits are categorized to give an indication of the level of risk assumed by the entity at year end.
Category 1 includes deposits insured or collateralized with securities held by the entity or its agent in the
entity’s name. Category 2 includes deposits collateralized with securities held by the pledging financial
institutions” trust department or agent in the entity’s name. Category 3 includes deposits which are
uncollateralized.

As of December 31, 2004, the City’s and component units’ carrying amount of deposits was $1,058,086 and
the bank balance was $1,132,553. Of the bank balance, $200,808 was covered by federal depository
insurance.

2. Investments

As of December 31, 2004, the City's investments represented holdings in investment pools, mutual funds,
corporate bonds, certificates of deposit, federal agency bonds and mortgage-backed securities. During the
year ended December 31, 2004, the City's investments were only in this type of investment. As of
December 31, 2004, the Downtown Development Authority investments represented holdings in corporate
bonds. During the year ended December 31, 2004, the Downtown Development Authority’s investments
were only in this type of investment.

The City's investments are categorized below to give an indication of the level of risk assumed by the entity at
year end. Category 1 includes investments that are insured or registered, or the securities held by the City or
its agent in the City's name. Category 2 includes uninsured and unregistered investments for which the
securities are held by the counterparty's trust department or agent in the City's name. Category 3 includes
uninsured and unregistered investments for which the securities are held by the counterparty, or by its trust
department or agent but not in the City's name. The state-approved investment pools are not categorized as
they are synonymous with mutual funds. As of December 31, 2004, the City’s fair value in those pools and
mutual funds were $5,890,927.

Fair
Category value
1 2 3 amount
Corporate bonds $ - 3 - $ 10,994 $ 10,994
Certificates of Deposit - 670,185 - 670,185
Federal agency bonds - - 165,573 165,573
Mortgage backed

securities - - 1.125.127 1,125,127
$ - $670.185 $.1.301,694 $.1.971.879

The composition of pension trust fund investments at fair value is included in the previous paragraph and
shown in the following table:

Managed Domestic stock funds $ 508,068
Managed Bonds funds 294,812
$_ 802.880
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004
NOTE C—DEPOSITS AND INVESTMENTS—Continued

2. Investments—Continued

Below is a summary of the combined balance sheet deposits and investments:

Business- Total
Government type Fiduciary primary Component
activities activities Fund government unit
Cash and investments $ 1,053,678 $ 2,529,388 §$ 1,438,069 $ 5,021,135 $ 267,744
Restricted assets - _3.632.014 - 3,632,014 -
Total deposits and investments ~ $ 1,053,678 $ 6,161,402 $ 1,438,069 § 8.653.149  $ 267,744

3. Restricted Assets

Restrictions are placed on assets by bond ordinance and City Council action. At December 31, 2004,

restricted cash and investments in the Enterprise funds are restricted as follows:

Water Supply Fund
Rate Stabilization $ 288,866
Repairs and Replacement 405,084
Bond Reserve Fund 1,444,862
Construction 1,493,232
$.3.632.044
NOTE D—CAPITAL ASSETS
Capital asset activity for the year ended December 31, 2004 was as follows:
Balance Balance
January 1, December 31,
2004 Additions Deductions 2004
Governmental activities:
Capital assets, not being depreciated:
Land $ 247908 $ 16,500 $ 10,000 § 254,408
Capital assets, being depreciated:
Buildings and improvements 1,235,756 - - 1,235,756
Infrastructure 18,198,936 - - 18,198,936
Furniture and equipment 924,923 436,739 35,000 1,326,662
Vehicles 2.148.184 18.500 78.141 2.088.543
Total capital assets being depreciated 22,507,799 455,239 113,141 22.849.897
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED

NOTE D—CAPITAL ASSETS—Continued

Governmental activities:—Continued
Less accumulated depreciation for:
Buildings and improvements
Infrastructure
Furniture and equipment
Vehicles
Total accumulated depreciation

Total capital assets, being depreciated, net
Capital assets, net

Business-type activities:
Capital assets, not being depreciated:
Land

Capital assets, being depreciated:
Buildings and improvements
Plants and infrastructure
Machinery and equipment

Total capital assets, being depreciated

Less accumulated depreciation for:
Buildings and improvements
Plants and infrastructure
Machinery and equipment

Total accumulated depreciated

Total capital assets, being depreciated, net

Capital assets, net

Depreciation expense was charged to functions as follows:

Government activities:
General government
Public safety
Public works
Culture and recreation

December 31, 2004

Total depreciation expense - governmental activities

Business-type activities:
Sewer
Water
Water Supply

Balance Balance
January 1, December 31,
2004 Additions Deductions 2004
$ 517387 § 25,7704 §$ - $ 543,091
9,653,655 893,196 - 10,546,851
411,874 49227 16,139 444,962
1.027.603 101.712 58.565 1.070.750
11.610.519 1.069.839 74.704 12.605.654
10.897.280 (614.600) 38.437 10.244.243
$11.145.188 $_(598.100) $ 48.437  $10.498.651
$ 40,012  § - 3 - $ 40,012
111,226 - - 111,226
29,765,561 69.926 - 29,835,487
844.234 - - 844.234
30,721,021 69.926 - 30,790,947
111,226 - - 111,226
6,787,310 793,007 - 7,580,317
793.130 22.357 - 815.487
7.691.666 815.364 - 8.507.030
23.029.355 (745.438) - 22.283.917
$23.069.367 $_(745438) $ - $22.323929
$ 21,736
79.708
948,768
19.627
$.1,069.839
$ 56,585
53,581
705.198
$_ 815364

Total depreciation expense - business-type activities
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE D—CAPITAL ASSETS—Continued

Discretely presented component units
Activity for the City for the year ended December 31, 2004 was as follows:

Balance Balance
January 1, December 31,
2004 Additions Deductions 2004
Capital assets, not being depreciated:

Land $ 294635 § - 8 - $ 294,635
Capital assets, being depreciated:

Buildings 753,835 - - 753,835
Less accumulated depreciation for:

Buildings 120,111 17,126 - 137.237
Total capital assets, being depreciated, net 633,724 (17.126) - 616,598
City capital assets, net $_ 928359 $__ (17.126) $ - $_911,233

NOTE E—BOND ISSUANCE COSTS
Balance Balance
January 1, December 31,
2004 Additions Deletions 2004
Water Supply
Issuance $ 383,175 % - 3 - $ 383,175
Discount 333,050 - - 333,050
Sewer
Discount 9,350 - - 9.350
Total Bond Issuance Cost 725,575 - - 725,575
Less Amortization
Water Supply Fund over 15 years 119,370 23,874 - 143,244
Sewer Fund over 6.5 years 5,754 3,596 - 9.350
125,124 27.470 - 152,594
Total Bond Issuance cost, Net of
Amortization $ 600451 $_ (27.470) $ - $_ 572981

Amortization
Amortization expense has been charged to interest expense and included in the following functions:

Water Supply $ 23874
Sewer 3.596
$ 27.470
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE F—DEFERRED REVENUE

Governmental funds report deferred revenue in connection with receivables for revenues that are not considered
to be available to liquidate liabilities of the current period. Governmental funds also defer revenue recognition
in connection with resources that have been received, but not vet earned. At the end of the current fiscal year,
the various components of deferred revenue and unearned revenue reported in the governmental funds were as
follows:

Downtown
City Development Authority
Unavailable Unearned Unavailable Unearned

Property taxes $ - % 952,184 % - $ 163,382
Special assessments not yet due

(debt service fund) 5,714 - - -
Receivables 75.593 35.794 32.213 -
Total deferred/uncarned revenue for

governmental funds $ 81307 $_ 987978 $§_ 32213 § 163,382

NOTE G—INTERFUND RECEIVABLES, PAYABLES, AND TRANSFERS
The composition of interfund balances, caused by normal operation, is as follows:
Due to/from other funds:

Receivable fund Payable fund Amount
General Fund Other governmental funds $ 338,827
General Fund Sewer Fund 1,134
General Fund Water Fund 8,344
General Fund Water Supply Fund 2,034
Other governmental funds General Fund 123,991
Other governmental funds Other governmental funds 152,649
Sewer Fund Water Fund 81,072
Water Supply Fund Water Fund 678,339

Advances from/to primary government and component units:

Receivable fund Payable fund Amount Purpose
General Fund Component unit $ 10,746 Operational loan
Component unit Other governmental funds 4,918 Operational loan

Transfers in:
General Fund  Other governmental funds Total Purpose
Transfers out:
General Fund $ - $ 41,018 $ 41,018 Debt service
Other governmental
funds 40,000 73,519 113,519 Public works
Water Supply Fund - 24,268 24,268 Recreation
$_ 40,000 $_ 138,805 $ 178,805
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE H—LEASES

The City leases equipment under noncancelable operating leases. Total costs for such leases were
approximately $16,000 for the year ended December 31, 2004. The future minimum lease payments for these
leases are as follows:

Year ending

December 31 Amount
2005 $ 13,000
2006 12,500
2007 10.000

$_ 35,500

NOTE I—LONG-TERM DEBT

Summary of Changes in Long-Term Liabilities
The following is a summary of long-term liabilities activity for the City for the year ended December 31,
2004.

Balance Balance
January 1, December 31, Due within
2004 Additions Deductions 2004 ong vear
Governmental activities:
General obligation bonds $ 685,000 $ 1,500,000 $ 20,000 $ 2165000 $ 20,000
Capital leases 98,306 - 30,029 68.277 14,000
Installment purchase agreements 192,399 - 96,924 95,475 69.000
Compensated absences 426,305 - 28.791 397.514 110.000
Governmental activity
long-term liabilities $.1.402.010 $ 1,500,000 $175,744 $.2.726266 $ 213,000
Business-type activities:
Revenue bonds $18.216,799 $ - $402298 $17.814,501  $.420,000
Downtown Development Authority:
General obligation bonds $ 720,000 $ - % 60,000 $ 660,000 $ -
Installment purchase agreements 176,522 - 18,402 158,120 28.500
Downtown Development Authority
long-term liabilitics $_ 896522 § - $ 78402 $§ 818,120 $_28.500
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City of Muskegon Heights

NOTES TO THE FINANCIAL STATEMENTS—CONTINUED

December 31, 2004

NOTE I—LONG-TERM DEBT—Continued

Summary of Changes in Long-Term Liabilities—Continued

Governmental activities
General obligation bonds:

Michigan Municipal Bond Authority,
2004 Financial Stabilization Bonds,
due in varying annual installments of
$170,000 to $210,000 from November
2006 through November 2013, plus
interest at 2.5% to 4%

Michigan Municipal Bond Authority,
Series 1997C, Advance Refunding of
Series 1991C, Group B of 1991 bonds,
due in varying annual installments of
$20,000 to $75,000 through November
2020, plus interest at 7.2%

Capital leases:
6.94% Capital lease payable in quarterly
installments of $4,673 including interest:
final payment due March 2009

Installment purchase agreement:

4.9% Equipment note payable in total
annual installments of approximately
$57.752 plus interest; final payment
due December 2005

4.25% Equipment note payable in current
monthly installments of $1,014 including
interest; final payment due April 2008

Compensated absences

Business-type activities:
Revenue bonds:

Water Supply System revenue bonds of
2000 due in annual installments of
$320,000 to $1,215,000 through
November 2030; plus interest at rates
varying from 5.2% to 6.0%

Muskegon County wastewater management
system no. 1 bond refunding contractual
obligation of 1996 final payment due
July 2005; plus interest at 5.7%
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December 31,
2004

$ 1,500,000

665,000

68,277

57,752

37.723

2,328,752
397.514
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$ 2,726,266
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$17,370,000
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE I—LONG-TERM DEBT—Continued

Summary of Changes in Long-Term Liabilities—Continued

Balance
December 31,
2004
Business-type activities:—Continued
Revenue bonds:—Continued
Muskegon County wastewater management
system no. 1 refunding bond of 2002 due
in annual installments of $10,860 to $115,659
through July 2008; plus interest rates varying
from 2.25% to 5% $_ 354,840
$17.814,501
Downtown Development Authority:
General obligation bond:
$995,000 Downtown Development limited
tax obligation bonds of 1994 due in annual'
installments of $30,000 to $125,000 starting
May 2006 through May 2012; plus interest
at rates varying from 7.0% to 7.25% $ 660,000
Installment purchase agreements:
Mortgage note payable to bank due in monthly
installments of $2,668 through January 2011;
including interest at 9.20% 158.120
$_ 818,120

The general obligation bonds are backed by the full faith and credit of the City.

The 1996 and 2002 County of Muskegon wastewater contracts payable represent agreements with Muskegon
County relating to the construction of sewage treatment facilities. To construct these facilities, the County
issued bonds which local municipalities are obligated to repay. The City has recorded the liability for its
portion of the County bonds which are to be repaid by the access rights fee. Access rights are also recorded
and are amortized over 10 years. The contractual obligation is secured by the full faith and credit of the City.
Current debt service requirements are funded by sewer revenues.

The 1996 and 2002 County of Muskegon wastewater contracts payable and the 2000 Water Supply revenue
bonds are payable solely from the net revenues of the sewer and water supply directing the City to create
funds restricted for use in the construction project and in debt service. Assets so restricted are detailed in
note C3.

The City was in compliance in all material respects with all the revenue bond ordinances at December 31,
2004.
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City of Muskegon Heights
NOTES TO THE FINANCIAL STATEMENTS—CONTINUED
December 31, 2004

NOTE I—LONG-TERM DEBT—Continued

Summary of Changes in Long-Term Liabilities—Continued
Downtown Development Authority:—Continued

Annual debt service requirements to maturity for debt outstanding as of December 31, 2004 follows:

Downtown
Governmental Business-type Development
Year ending Activities Activities Authority
December 31 Principal Interest Principal Interest Principal Interest
2005 $ 103,000 § 92282 § 420,000 § 989,158 $ 28,500 $§ 60,304
2006 216,395 93,565 451,180 964,237 70,934 56,717
2007 228.154 85,717 469,573 940,895 97.947 50,290
2008 221,623 78.349 483,748 919,291 110,155 42,404
2009 219,580 71,051 390,000 894,293 127,575 33,366
2010-2014 980,000 230,598 2,285,000 4,141,916 383,009 42,560
2015-2018 285,000 67,594 2,990,000 3,433,534 - -
2019-2023 75,000 - 3,940,000 2,484,563 - -
2024-2028 - - 5,170,000 1,245,937 - -
2029-2030 - - 1.215.000 68.344 - -
Total $.2328.752 $.719.156 $17.814.501 $_16,082.168 $818.120 $.285.641

NOTE J—OTHER INFORMATION
1. Risk Management

The City is exposed to various risks of loss related to torts; theft of, damage to and destruction of assets;
errors and omissions; and natural disasters for which the government carries commercial insurance.
Liabilities are reported when it is probable that a loss has occurred and the amount of the loss in excess of
insurance coverage can be reasonably estimated. There has been no loss in excess of insurance in the past
three years.

2. Contingent Liabilities

Amounts received or receivable from grant agencies are subject to audit and adjustment by grantor agencies,
principally the federal government. Any disallowed claims, including amounts already collected, may
constitute a liability to the applicable funds. The amount, if any, of expenditures that may be disallowed by
the grantor cannot be determined at this time, although the City expects such amounts, if any, to be
immaterial.

The City is a defendant in various lawsuits. Although the outcome of these lawsuits is not presently
determinable, in the opinion of the City's counsel the resolution of these matters will not have a material
adverse effect on the financial condition of the City.

The City has had its payroll tax records for the calendar years ended December 31, 2003 and 2004 reviewed
by the Internal Revenue Service (IRS). There is the possibility that the City may owe additional payroll taxes,
as much as $25,000 for each of these years. Their review has not been completed nor has the City been issued
any specific determinations. It is also possible that the IRS will review other calendar years and additional
taxes may be assessed.
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NOTE J—OTHER INFORMATION—Continued
3. Post-Retirement Health Care

The City has agreed to provide post-retirement health care to certain full-time employees after they
reach age 50 or 55, depending on which contract they are employed under, and have 25 years of
service. The City will pay 100 percent of the employee's premium and a portion of the dependent's
premium, if any.

As of year end, there were 83 retired employees receiving benefits. The City finances the Plan on a
pay-as-you-go basis. For the year ended December 31, 2004, the City's post-retirement health care
cost under the Plan was approximately $401,000.

NOTE K—EMPLOYEE RETIREMENT SYSTEMS AND PENSION PLANS
1. Pension Plan

Plan Description. The City of Muskegon Heights is in an agent multiple-employer defined benefit
pension plan with the Municipal Employees Retirement System (MERS). The Plan provides
retirement and disability benefits, annual cost-of-living adjustments, and death benefits to Plan
members and beneficiaries. Act No. 427 of the Public Acts of 1984 of the State of Michigan assigns
the authority to establish and amend the benefit provisions of the plans that participate in MERS to
the respective employer entities; that authority rests with the City of Muskegon Heights. A copy of
the complete financial report and required supplemental information can be obtained by writing to:

City of Muskegon Heights
2724 Peck Street
Muskegon Heights, MI 49444

Funding Policy. City employees are required to contribute 3 to 6 percent to the Plan depending on
employee contract. The City is required to contribute at an actuarially-determined rate depending
upon position from 0.0 to 11.6 percent of covered wages.

Annual Pension Cost. For the year ended December 31, 2004, the City’s annual pension cost was
approximately $101,000 which the City contributed. The required contribution was determined as
part of the December 31, 2003 actuarial valuation using the entry age actuarial cost method. The
actuarial assumptions included (a) 8 percent investment rate of return (net of administrative
expenses), (b) projected salary increases ranging from 0 percent to 4.5 percent, and (c) 4.5 percent per
year compounded annually attributable to inflation. The actuarial value of plan assets was determined
using techniques that smooth the effects of short-term volatility in the market value of investments
over a five-year period.
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NOTE K—EMPLOYEE RETIREMENT SYSTEMS AND PENSION PLANS—Continued

1. Pension Plan—Continued
Annual Pension Cost—Continued

Three-Year Trend Information

Approximate
Annual Pension Percent of APC Net Pension
Year ending Cost (APC) contributed Obligation
6/30/02 $20,000 100% $ -
6/30/03 39,000 100 -
6/30/04 44,000 100 -

REQUIRED SUPPLEMENTARY INFORMATION
Schedule of Funding Progress

(Dollars amounts in thousands)

Actvarial  Actuarial Actuarial Accrued Unfunded UAAL asa
valuation value of Liability (AAL) AAL Funded  Covered percentage of
date assets Entry Age (UAAL) ratio payroll covered payroll
12/31/01 $27.226 $25,709 $(1,517) 106% $4.158 (36.5)%
12/31/02 26,469 26,353 (116) 100 4,225 2.7
12/31/03 26,825 27,868 1,043 96 3,982 26.2

2. Deferred Compensation Plan
The City offers its employees a deferred compensation plan created in accordance with Internal Revenue
Code Section 457. The Plan, available to all full-time City employees at their option, permits participants to

defer a portion of their salary until future years. The deferred compensation is not available to participants
until termination, retirement, death, or unforeseeable emergency.

The Plan has created a trust for the exclusive benefit of the Plan's participants and beneficiaries under rules
provided in Internal Revenue Code Section 401(f).

NOTE L—ECONOMIC DEPENDENCY
State of Michigan shared revenues represent 32 percent of General Fund revenues.
The City's Water Supply Fund has a significant economic dependence on two other municipalities that are

major users of water services. During the year ended December 31, 2004, the municipality's billings for water
usage approximated 67 percent of total billings in the Water Supply Fund.
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NOTE M—EQUITY RESTATEMENT

The General Fund fund balance and net assets were restated effective January 1, 2004, The fund balance and
net assets were restated to reflect an additional receivable for income taxes.

The net assets of the governmental activities were also restated to reflect an adjustment to the beginning
accumulated depreciation related to the capital assets.

General Governmental
Fund activities
fund deficit net assets
Original balance at January 1, 2004 $ (938.843) $ 9,301,168
Taxes receivable adjustment 114,380 114,380
Accumulated depreciation adjustment - 40,935

$_(824.463) $.9.456,483

The Downtown Development Authority net assets were restated lower due to the effect of an additional due to
other governmental units of $92,337 that was not properly recorded.

Net assets at January 1, 2004 $ 262,421
Due to other government units (92.337)
Net assets at January 1, 2004, restated $_ 170,084

NOTE N—SUBSEQUENT EVENT

Effective January 1, 2005, the wastewater service agreement between the County of Muskegon and thirteen
local units, including the City, was amended to provide financial relief to the County's largest industrial user.
Under terms of the amendment, the allocation of debt service charged to each local unit user will increase.
The Sewer Fund's total debt obligation and annual payments on that obligation will increase by about 21
percent. The estimated additional debt assumed by the City was approximately $93,000. Additional County
wastewater debt is paid by local unit users through user charges based on metered sewage flows. This
increase will result in approximately $26,000 in additional costs in 2005.

The City also entered into a construction in April 2005. This commitment is for street repaving of
approximately $138,000. This contract will be funded through a special assessment.
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City of Muskegon Heights
REQUIRED SUPPLEMENTAL INFORMATION
BUDGETARY COMPARISON SCHEDULE
General Fund
For the year ended December 31, 2004

Variance with

final budget-
Original Final positive
budget budget Actual (negative)
REVENUES
Taxes $ 3,009,000 $ 2,875,000 $ 2,954,574 $ 79,574
Licenses and permits 115,000 119,900 110,712 (9,188)
Intergovernmental revenues
Federal 135,000 157,788 133,873 (23,915)
State 1,840,182 1,924,900 1,892,754 (32,146)
Charges for services 755,900 672,900 764,917 92,017
Fines and forfeitures 10,000 10,000 15,571 5,571
Investment earnings 3,500 4,000 18,600 14,600
Miscellaneous 154,500 154,375 133,255 (21,120)
Total revenues 6,023,082 5,918,863 6,024,256 105,393
EXPENDITURES
Current
General government
City council $ 52,334 $ 32,806 $ 30,442 $ 2,364
Mayor 21,007 17,705 17,107 598
City manager 161,496 156,305 154,987 1,318
Personnel 9,300 4,750 5,138 (388)
Elections 11,200 10,700 10,561 139
Income tax 53,069 61,757 57,397 4,360
Assessor 123,788 123,788 126,623 (2,835)
City attorney 95,000 150,000 142,376 7,624
City clerk 59,673 74,898 56,880 18,018
Finance 142,271 144,972 145,871 (899)
Treasurer 49,967 53,028 50,177 2,851
Centennial Celebration - 5,100 5,100 -
Data processing 11,500 11,500 8,659 2,841
Building and grounds 152,598 184,998 185,384 (386)
Other general government 777,997 862,267 876,288 (14,021)
Motor pool 65,000 70,000 74,267 (4,267)
Public safety
Police 2,003,280 2,115,619 1,990,764 124,855
Auto theft grant 70,242 70,242 58,826 11,416
Fire 975,209 974,099 988,582 (14,483)
Inspections 219,554 202,335 196,087 6,248
Special investigations - 3,039 3,046 (@)
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City of Muskegon Heights
REQUIRED SUPPLEMENTAL INFORMATION
BUDGETARY COMPARISON SCHEDULE—CONTINUED
General Fund
For the year ended December 31, 2004

Variance with

final budget-
Original Final positive
budget budget Actual (negative)
Public works
Public works $ 52,100 $ 52,100 $ 55,835 $ (3,735)
Street lighting 200,000 180,000 158,821 21,179
Traffic 18,645 12,900 22,025 (9,125)
Refuse collection 500,000 500,000 491,815 8,185
Community and economic development
Farmer's market 2,500 3,400 3,626 (226)
Planning 2,250 8,800 9,695 (895)
Culture and recreation
Parks 147,625 165,884 147,918 17,966
Library 26,500 29,325 25,938 3,387
Mona Lake boat launch - 9,000 8,754 246
Debt service
Principal 13,840 13,840 26,957 (13,117)
Interest and fees 2,440 2,440 2,540 (100)
Capital outlay 6,500 126,500 156,678 (30,178)
Total expenditures 6,026,885 6,434,097 6,295,164 138,933
Excess (deficiency) of revenues over expenditures (3,803) (515,234) (270,908) 244,326
OTHER FINANCING SOURCES (USES)
Proceeds from debt issue - 1,400,000 1,448,269 48,269
Proceeds from sale of capital assets 35,000 35,000 27,016 (7,984)
Transfers in - - 40,000 40,000
Transfers out - - (41,018) (41,018)
Total other financing sources (uses) 35,000 1,435,000 1,474,267 39,267
Net change in fund balances $ 31,197 $ 919,766 1,203,359 $ 283,593
Fund deficit at January 1, 2004, restated (824,463)
Fund balance at December 31, 2004 $ 378,896
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ASSETS

Cash and investments

Receivables
Special assessments
Property taxes
Other

Due from other funds

Due from other governmental units

Total assets

LIABILITIES AND FUND BALANCES (DEFICITS)

Liabilities
Accounts payable
Accrued liabilities
Customer deposits
Due to other funds
Due to component unit
Deferred revenue

Total liabilities

Fund balances (deficits)
Reserved for:
Debt service
Capital projects
Perpetual care
Unreserved

Special revenue funds
Total fund balances (deficits)
Total liabilities and fund balances (deficits)

$

City of Muskegon Heights

BALANCE SHEET

Other Governmental Funds

December 31, 2004

Permanent
Special Revenue Funds Fund
Total other Community Michigan Cemetery
governmental Major Local Development State Housing Capital Debt Perpetual
funds Streets Streets Block Grant Cemetery Development Recreation Projects Service Care
667,916 § 17,666 $ 37,904 § 25,077 34H s 7,510 $ 531 $ 71,355 § 1,270 §$ 506,637
5,714 504 5,210 - - - - - - -
8,752 - - - - - 8,752 - - -
54,508 - - - 46,907 - - - - 7,601
276,640 - 156,041 - 16,232 16,127 85,183 - 3,057 -
201,343 93,881 35,722 71,740 - - - - - -
1,214,873  § 112,051  $ 234,877 $ 96,817 63,105 § 23,637 $ 94,466 $ 71,355 § 4,327 $ 514,238
56,648 § 28,525 § 2215 § 2,914 4910 § - $ 12,662 § 5422 §$ - $ -
8,568 3,196 1,075 2,424 1,439 - 434 - - -
2,075 - - - - - 2,075 - - -
491,476 230,228 41,608 67,699 71,743 23,637 329 40,000 - 16,232
4,918 - - 4,036 - - - - - 882
53,129 504 5,210 19,744 - - 27,671 - - -
616,814 262,453 50,108 96,817 78,092 23,637 43,171 45,422 - 17,114
4,327 - - - - - - - 4,327 -
25,933 - - - - - - 25,933 - -
497,124 - - - - - - - - 497,124
70,675 (150,402) 184,769 - (14,987) - 51,295 - - -
598,059 (150,402) 184,769 - (14,987) - 51,295 25,933 4,327 497,124
1,214,873  § 112,051  $ 234,877 $ 96,817 $ 63,105 § 23,637 $ 94,466 $ 71,355 § 4,327 $ 514,238

37



REVENUES
Property taxes
Intergovernmental revenues
Federal
State
Charges for services
Investment earnings
Other

Total revenues

EXPENDITURES

Current
General government
Public works
Community and economic development
Culture and recreation

Debt service
Principal
Interest and fees

Capital outlay

Total expenditures
Excess of revenues over (under) expenditures

OTHER FINANCING SOURCES (USES)
Transfers in
Transfers out

Total other financing sources (uses)
Net change in fund balances (deficits)
Fund balances (deficits) at January 1, 2004

Fund balances (deficits) at December 31, 2004

City of Muskegon Heights
STATEMENT OF REVENUES, EXPENDITURES AND CHANGES IN FUND BALANCES (DEFICITS)
Governmental Funds
For the year ended December 31, 2004

Permanent
Special Revenue Funds Fund
Total other Community Michigan Cemetery
governmental Major Local Development State Housing Capital Debt Perpetual
funds Streets Streets Block Grant Cemetery Development Recreation Projects Service Care
$ 54,335 § - $ - $ - $ - $ - $ 54,335 § - $ - $ -
676,330 - - 676,330 - - - - - -
942,732 630,901 239,831 - - 72,000 - - - -
178,940 - - - 156,011 - 17,827 - - 5,102
20,405 72 3,145 - 600 29 - 122 5 16,432
97,835 349 1,725 29,983 - - 1,293 64,485 - -
1,970,577 631,322 244,701 706,313 156,611 72,029 73,455 64,607 5 21,534
178,331 - - - 178,248 - - - - 83
702,210 389,273 203,771 - - 72,070 - 37,096 - -
526,261 - - 526,261 - - - - - -
107,687 - - - - - 107,687 - - -
119,996 13,368 - 86,628 - - - - 20,000 -
57,416 5,323 - 8,989 - - - - 43,104 -
57,434 7,999 - 49,435 - - - - - -
1,749,335 415,963 203,771 671,313 178,248 72,070 107,687 37,096 63,104 83
221,242 215,359 40,930 35,000 (21,637) (41) (34,232) 27,511 (63,099) 21,451
138,805 - - - 16,432 - 59,268 - 63,105 -
(113,519) - (22,087) (35,000) - - - (40,000) - (16,432)
25,286 - (22,087) (35,000) 16,432 - 59,268 (40,000) 63,105 (16,432)
246,528 215,359 18,843 - (5,205) (41) 25,036 (12,489) 6 5,019
351,531 (365,761) 165,926 - (9,782) 41 26,259 38,422 4,321 492,105
$ 598,059 $ (150,402) $ 184,769 $ - $ (14,987 $ - $ 51,295 § 25933 § 4,327 $ 497,124




Cash and investments
Accounts recelvable

Total assets

Accounts payable
Due to other governmental units
Deposits held for others

Total liabilities

City of Muskegon Heights
Agency Funds

COMBINING STATEMENT OF NET ASSETS

December 31, 2004

ASSETS
Tax Payroll Woodcliffe
Combined Collection Imprest Village
$ 631,974 $ 548,342 50,010 $ 33,622
102,712 102,712 - -
$ 734,686 $ 651,054 50,010 $ 33,622
LIABILITIES
$ 103,411 $ 53,401 50,010 -
597,653 597,653 - -
33,622 - - 33,622
$ 734,686 $ 651,054 50,010
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BRICKLEY DELONG

CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS’ REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING AND ON COMPLIANCE AND OTHER MATTERS
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED IN
ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

June 28, 2005

City Council
City of Muskegon Heights
Muskegon Heights, Michigan

We have audited the financial statements of the City of Muskegon Heights as of and for the year
ended December 31, 2004 and have issued our report thereon dated June 28, 2005. We
conducted our audit in accordance with auditing standards generally accepted in the United States
of America and the standards applicable to financial audits contained in Government Auditing
Standards issued by the Comptroller General of the United States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the City of Muskegon Heights’s internal
control over financial reporting in order to determine our auditing procedures for the purpose of
expressing our opinion on the financial statements and not to provide assurance on the internal
control over financial reporting. However, we noted certain matters involving the internal control
over financial reporting and its operation that we consider to be reportable conditions.
Reportable conditions involve matters coming to our attention relating to significant deficiencies
in the design or operation of the internal control over financial reporting that, in our judgment,
could adversely affect the City of Muskegon Heights’s ability to record, process, summarize and
report financial data consistent with the assertions of management in the financial statements.
Reportable conditions are described as Findings 1-12 in Part B of the accompanying Schedule of
Findings and Questioned Costs.

A material weakness is a reportable condition in which the design or operation of one or more of
the internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the
financial statements being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions. Our consideration of the
internal control over financial reporting would not necessarily disclose all matters in the internal
control that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses. However, of the
reportable conditions described above, we consider Finding 1 in Part B of the accompanying
Schedule of Findings and Questioned Costs to be a material weakness.

500 Terrace Plaza ® P.O. Box 999 ® Muskegon, MI 49443 3 907 S. State St. * P.O. Box 331 * Hart, MI 49420
PHONE (231) 726-3147  FAX (231) 722-0260 PHONE (231) 873-1040 * FAX (231) 873-0602
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City Council
June 28, 2005
Page 2

Compliance

As part of obtaining reasonable assurance about whether the City of Muskegon Heights’s financial
statements are free of material misstatement, we performed tests of its compliance with certain
provisions of laws, regulations, contracts, and grants, noncompliance with which could have a
direct and material effect on the determination of financial statement amounts. However,
providing an opinion on compliance with those provisions was not an objective of our audit and,
accordingly, we do not express such an opinion. The results of our tests disclosed no instances of
noncompliance or other matters that are required to be reported under Government Auditing
Standards.

This report is intended solely for the information of the City Council, management, and federal

awarding agencies and pass-through entities and is not intended to be and should not be used by
anyone other than these specified parties.
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BRICKLEY DELONG

CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS’ REPORT ON COMPLIANCE WITH REQUIREMENTS
APPLICABLE TO EACH MAJOR PROGRAM AND INTERNAL CONTROL OVER
COMPLIANCE IN ACCORDANCE WITH OMB CIRCULAR A-133

June 28, 2005

City Council
City of Muskegon Heights
Muskegon Heights, Michigan

Compliance

We have audited the compliance of the City of Muskegon Heights with the types of compliance
requirements described in the U.S. Office of Management and Budget (OMB) Circular A-133
Compliance Supplement that are applicable to its major federal program for the year ended
December 31, 2004. The City of Muskegon Heights’s major federal program is identified in the
Summary of Auditors’ Results section of the accompanying Schedule of Findings and Questioned
Costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable to
its major federal program is the responsibility of the City of Muskegon Heights’s management.

Our responsibility is to express an opinion on the City of Muskegon Heights’s compliance based on
our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted
in the United States of America; the standards applicable to financial audits contained in
Government Auditing Standards issued by the Comptroller General of the United States; and
OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations.
Those standards and OMB Circular A-133 require that we plan and perform the audit to obtain
reasonable assurance about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal program
occurred. An audit includes examining, on a test basis, evidence about the City of Muskegon
Heights’s compliance with those requirements and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis
for our opinion. Our audit does not provide a legal determination on the City of Muskegon
Heights’s compliance with those requirements.

500 Terrace Plaza ® P.O. Box 999 ® Muskegon, MI 49443 5 907 S. State St. * P.O. Box 331 * Hart, MI 49420
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City Council
June 28, 2005
Page 2

As described in Findings 13-16 in Part C of the accompanying Schedule of Findings and
Questioned Costs, the City of Muskegon Heights did not comply with requirements regarding
financial reporting, activities allowed and allowable, procurement, and special tests and provisions
for rehabilitation compliance requirements that are applicable to its U.S. Department of Housing
and Urban Development Community Development Block Grant Program. Compliance with such
requirements is necessary, in our opinion, for the City of Muskegon Heights to comply with
requirements applicable to that program.

In our opinion, except for noncompliance described in the preceding paragraph, the City of
Muskegon Heights complied, in all material respects, with the requirements referred to above that
are applicable to its major federal program for the year ended December 31, 2004.

Internal Control Over Compliance

The management of the City of Muskegon Heights is responsible for establishing and maintaining
effective internal control over compliance with requirements of laws, regulations, contracts, and
grants applicable to federal programs. In planning and performing our audit, we considered the
City of Muskegon Heights’s internal control over compliance with requirements that could have a
direct and material effect on a major federal program in order to determine our auditing
procedures for the purpose of expressing our opinion on compliance and to test and report on
internal control over compliance in accordance with OMB Circular A-133.

We noted certain matters involving the internal control over compliance and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design or operation of the internal control over
compliance that, in our judgment, could adversely affect the City of Muskegon Heights’s ability to
administer a major federal program in accordance with applicable requirements of laws,
regulations, contracts, and grants. The reportable conditions are described as Findings 1, 3, 7 and
12 in Part C of the accompanying Schedule of Findings and Questioned Costs.

A material weakness is a reportable condition in which the design or operation of one or more of
the internal control components does not reduce to a relatively low level the risk that
noncompliance with the applicable requirements of laws, regulations, contracts, and grants caused
by error or fraud that would be material in relation to a major federal program being audited may
occur and not be detected within a timely period by employees in the normal course of performing
their assigned functions. Our consideration of the internal control over compliance would not
necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be
material weaknesses. However, of the reportable conditions described above, we consider
Finding 1 in Part C of the accompanying Schedule of Findings and Questioned Costs to be a
material weakness.
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Schedule of Expenditures of Federal Awards

We have audited the financial statements of the City of Muskegon Heights as of and for the year
ended December 31, 2004 and have issued our report thereon dated June 28, 2005. Our audit
was performed for the purpose of forming an opinion on the financial statements taken as a
whole. The accompanying Schedule of Expenditures of Federal Awards is presented for purposes
of additional analysis as required by OMB Circular A-133 and is not a required part of the
financial statements. Such information has been subjected to the auditing procedures applied in
the audit of the financial statements and, in our opinion, is fairly stated, in all material respects, in
relation to the financial statements taken as a whole.

This report is intended solely for the information of the City Council, management, and federal

awarding agencies and pass-through entities and is not intended to be and should not be used by
anyone other than these specified parties.
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Federal grantor/pass-through

grantor/program title

U.S. Department of Housing and Urban Development

Direct programs

Community Development Block Grant

B-01-M(C-26-0027
B-02-MC-26-0027
B-03-M(C-26-0027
B-04-MC-26-0027
Program Income

Total U.S. Department of Housing and

Urban Development

U.S. Department of Justice

Direct programs

Local Law Enforcement Block Grant Program

2003-LB-BX-2807
2004-LB-BX-1241

Passed through County of Ottawa

WEMET Multi-Jurisdictional Drug

and Gang Task Force
70834-503B

Total U.S. Department of Justice

U.S. Federal Emergency Management Administration

Direct programs

Assistance to firefighters grant training program

EMW-2003-FG-00326

City of Muskegon Heights

SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
For the year ended December 31, 2004

Accrued Accrued
Entitlement (deferred) Cash or (deferred)
Federal program or revenue payments in Amount of revenue
CFDA award January 1, kind received grant December 31,
number amount 2004 (cash basis) expenditures 2004
14.218
586,000 43,888 $ - $ - $ 43,888
593,000 27,148 - - 27,148
579,000 48,622 426,799 378,177 -
569,000 - 298,152 298,152 -
49,727 - 49,727 29,984 (19,743)
2,376,727 119,658 774,678 706,313 51,293
16.592
16,653 - 16,653 16,653 -
11,871 - 11,871 - (11,871)
28,524 - 28,524 16,653 (11,871)
16.579
24,893 - 9,282 9,282 -
53,417 - 37,806 25,935 (11,871)
83.554
112,117 - $ 112,117 $ 107,938 $ (4,179)



City of Muskegon Heights
SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS—CONTINUED
For the year ended December 31, 2004

Accrued Accrued
Entitlement (deferred) Cash or (deferred)
Federal program or revenue payments in Amount of revenue
Federal grantor/pass-through CFDA award January 1, kind received grant December 31,
grantor/program title number amount 2004 (cash basis) expenditures 2004
U.S. Department of Commerce Economic Development Administration
Direct programs
Economic Development - Support for planning 11.302
06-86-04609 $ 62,400 $ 2,400 $ 2,400 $ - 8 -
TOTAL FEDERAL ASSISTANCE $ 2,604,661 $ 122,058 $ 927,001 $ 840,186  § 35,243
Notes:

1. See the financial statements footnotes for accounting policies used in preparing this schedule.



City of Muskegon Heights
SCHEDULE OF FINDINGS AND QUESTIONED COSTS
Year ended December 31, 2004

A. SUMMARY OF AUDITORS’ RESULTS

1.

The auditors’ report expresses an unqualified opinion on the financial statements of the
City of Muskegon Heights.

. Twelve (12) reportable conditions disclosed during the audit of the financial statements are

reported in the Independent Auditors’ Report on Compliance and on Internal Control over
Financial Reporting Based on an Audit of Financial Statements Performed in Accordance
with Government Auditing Standards and are reported in Part B of this schedule. One (1)
of these reportable conditions is reported as a material weakness.

There were no instances of noncompliance material to the financial statements of the City
of Muskegon Heights disclosed during the audit, as reported in Part B of this Schedule.

. Four (4) reportable conditions disclosed during the audit of the major federal award

program are reported in the Independent Auditors’ Report on Compliance with
Requirements Applicable to Each Major Program and Internal Control over Compliance in
Accordance with OMB Circular A-133 and are reported in Parts B and C of this schedule.
One of the conditions is reported as a material weakness.

. The auditors’ report on compliance for the major federal award program for the City of

Muskegon Heights expresses a qualified opinion.

. Audit findings that are required to be reported in accordance with Section 510(a) of OMB

Circular A-133 are reported in this schedule.

. The program tested as a major program was:

CFDA
Name Number
U.S. Department of Housing and Urban Development
Community Development Block Grant 14.218

. The threshold for distinguishing Types A and B programs was $300,000.

. The City of Muskegon Heights was not determined to be a low-risk auditee.

10



City of Muskegon Heights
SCHEDULE OF FINDINGS AND QUESTIONED COSTS—CONTINUED
Year ended December 31, 2004

B. FINDINGS RELATING TO THE FINANCIAL STATEMENTS,

WHICH ARE REQUIRED TO BE REPORTED IN ACCORDANCE Questioned
WITH GAGAS Costs
COMPLIANCE

NONE None

REPORTABLE CONDITIONS

Year 2004 Finding No. 1: MATERIAL WEAKNESS—Segregation of

Duties

Condition: Due to staff reductions in the accounting department, one

individual has multiple responsibilities among several functions causing a lack

of segregation of duties.

Effect: Errors or the misappropriation of funds can go undetected. None
Recommendation: Internal control procedures should be further segregated.

Year 2004 Finding No. 2: Investment Reconciliation Procedures

Condition: During detailed testing, we noted that some investment accounts

did not agree with general ledger balances.

Lffect: Investment account balances were incorrectly stated on interim None
financial statements.

Recommendation: The investment accounts should be reconciled to the

general ledger on a monthly basis.

Year 2004 Finding No. 3: Compliance With Federal Grant Agreements

Condition: During our testing, we noted that the City did not comply with

certain federal requirements, as described in Findings 13-16 below.

Effect: The City could be subject to questioned costs or sanctions. None
Recommendation: Federal programs should be periodically reviewed to

ensure compliance with grant agreements.

Year 2004 Finding No. 4: Budget Procedures

Condition: During our testing, we noted that expenditures exceeded

appropriations in various funds and departments.

Lffect: The City was not in compliance with Michigan Public Act 621. None
Recommendation: The budget should be amended as necessary to comply

with Michigan Public Act 621.

11



City of Muskegon Heights
SCHEDULE OF FINDINGS AND QUESTIONED COSTS—CONTINUED
Year ended December 31, 2004

B. FINDINGS RELATING TO THE FINANCIAL STATEMENTS,
WHICH ARE REQUIRED TO BE REPORTED IN ACCORDANCE Questioned
WITH GAGAS Costs

REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 5: Street Fund Rental Procedures

Condition: During our testing, we noted that Major Street Fund and Local

Street Fund equipment rental schedules were not fully completed.

Effect: There could be inaccuracies in equipment rental expense amounts and None
allocations.

Recommendation: The City should maintain complete and accurate Major

Street Fund and Local Street Fund equipment rental schedules.

Year 2004 Finding No. 6: State Tax Increment Financing Plan

Reporting Procedures

Condition: During our testing, we noted City personnel inaccurately

calculated the amount of school property taxes that the Downtown

Development Authority (DDA) was allowed to capture.

Effect: The City could overcapture or undercapture DDA property taxes. None
Recommendation: The City should establish procedures to ensure the

accurate preparation of State of Michigan Tax Increment Financing Plan

report.

Year 2004 Finding No. 7: CDBG Budgeting Procedures

Condition: The City budgeted 2004 CDBG expenditures equal to the

federally approved grant. However, the grant spans multiple years with only

a portion of the grant to be spent in any given year.

Lffect: The budgeted 2004 CDBG expenditures are significantly different None
than would be expected.

Recommendation: The CDBG operating budget should be based upon

anticipated expenditures during the year.

Year 2005 Finding No. 8: Property Tax Collection Fund Cash

Collections and Disbursements Reconciliation Procedures

Condition: The Property Tax Collection Fund cash collections and

disbursements were not reconciled with supporting documents during the

year.

Effect: Errors or the misappropriation of funds could go undetected during None
the year.

Recommendation: Property Tax Collection Fund cash collections and

disbursements should be reconciled with supporting documents on an interim

basis.

12



City of Muskegon Heights
SCHEDULE OF FINDINGS AND QUESTIONED COSTS—CONTINUED
Year ended December 31, 2004

B. FINDINGS RELATING TO THE FINANCIAL STATEMENTS,
WHICH ARE REQUIRED TO BE REPORTED IN ACCORDANCE Questioned
WITH GAGAS Costs

REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 9: Reconciliation of Account Balances to
Supporting Documentation

Condition: General ledger account balances for receivables, interfund
receivables/payables, interfund transfers, accounts payable, other liability, and
other accounts were not reconciled to supporting documentation on a timely
basis.

Effect: Failure to reconcile general ledger account balances timely can None
adversely affect the accuracy of internally-prepared monthly financial
statements and, correspondingly, adversely affect the analysis and conclusions
as to the City’s financial position and results of operations by the City
Council, management, and other users of such monthly financial statements.
Additionally, this condition significantly increases the amount of year end
general ledger account analysis and adjusting journal entries by City
personnel, causing significant delays in closing fiscal year financial records
and issuing audited financial statements.

Recommendation: Account balances should be reconciled to detailed
supporting documentation on a timely basis.

Year 2004 Finding No. 10: Water Supply Fund Revenue Recording

Condition: Revenues were not properly recorded in the Water Supply Fund

during the year ended December 31, 2004. The Water Supply Fund revenues

were incorrectly recorded as revenues in the Water Fund.

Effect: This condition resulted in the accounting records reporting the Water None
Supply Fund with a large current year operating deficit throughout the year

ended December 31, 2004.

Recommendation: The Water Supply Fund revenues should be recorded

monthly in the proper fund.

Year 2004 Finding No. 11: Utility Accounts Receivable Reconciliations

Condition: The general ledger balances for accounts receivable within the

utility departments for customers did not agree with the customer detail

report.

Lffect: Failure to timely reconcile accounts receivable general ledger account None
balances with detailed customer accounts balance creates an opportunity for

errors or misappropriations of funds to go undetected.

Recommendation: The general ledger and customer detail of utility billing

accounts receivable should be reconciled monthly.

13



City of Muskegon Heights
SCHEDULE OF FINDINGS AND QUESTIONED COSTS—CONTINUED
Year ended December 31, 2004

B. FINDINGS RELATING TO THE FINANCIAL STATEMENTS,
WHICH ARE REQUIRED TO BE REPORTED IN ACCORDANCE Questioned
WITH GAGAS Costs

REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 12: Federal Financial Reporting Procedures

Condition: There were numerous inaccuracies in the annual U.S. Department

of Housing and Urban Development Consolidated Annual Performance

Report (CAPER), primarily due to inaccuracies in the City’s accounting

records.

Lffect: The CAPER incorrectly reported grant operations. None
Recommendation: Federal program expenditure reports should be filed with

accurate financial information.

C. FINDINGS AND QUESTIONED COSTS—MAJOR FEDERAL
AWARD PROGRAMS AUDIT

COMPLIANCE

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 13: Financial Reporting on the IDIS

CFDA: 14.218

Award No.: B-03-MC-26-0027

Award Year Ended: June 30, 2004
Condition: Actual expenditures incurred during the year for a couple of grant
categories did not agree to the annual U.S. Department of Housing and
Urban Development Consolidated Annual Performance Report (CAPER).
Effect: The CAPER incorrectly reported grant operations. None
Recommendation: Procedures should be developed to ensure federal reports
are accurately prepared.

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 14: Activities Allowed or Allowable

CFDA: 14.218
Award No.: B-03-MC-26-0027 and B-04-
MC26-0027

Award Year Ended: June 30, 2004
Condition: The procedures utilized to determine income eligibility for
individuals applying for the down payment assistance program were
inaccurate. City personnel subtracted $750 per household member from
household income before determining if the household qualified for the
program.

14



City of Muskegon Heights

SCHEDULE OF FINDINGS AND QUESTIONED COSTS—CONTINUED

Year ended December 31, 2004

C. FINDINGS AND QUESTIONED COSTS—MAJOR FEDERAL
AWARD PROGRAMS AUDIT

COMPLIANCE—Continued

U.S. Department of Housing and Urban Development

Year 2004 Finding No. 14:—Continued

Lffect: This reduction in household income could result in services being
performed for individual household which did not qualify for the program.
Recommendation: The City should revise its procedures to comply with
federal guidelines.

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 15: Procurement
CFDA: 14.218

Award No.: B-03-MC-26-0027 and B-04-MC-

26-0027
Award Year Ended: June 30, 2004
Condition: The City accepted the highest bid for a project and did not
document why the other bids were not utilized.
Lffect: The program may incur unnecessary expenditures.

Recommendation: The City should document the rationale in all cases when

the lowest bid is not utilized.

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 16: Special Tests and Provisions
(Rehabilitation)

CFDA: 14.218

Award No.: B-03-MC-26-0027 and B-04-MV-

26-0027
Award Year Ended: June 30, 2004

Condition: Several project files were missing pre-rehabilitation inspections as

required by the U.S. Department of Housing and Urban Development.
Lffect: The City may inadvertently omit rehabilitation items or they might
perform un-required services

Recommendation: The City should complete a pre-rehabilitation inspection

for each project and document this inspection with a pre-rehabilitation
checklist.

REPORTABLE CONDITIONS

See Findings 1, 3, 7 and 12 in Part B above.
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BRICKLEY DELONG

CERTIFIED PUBLIC ACCOUNTANTS

INDEPENDENT AUDITORS REPORT ON SUPPLEMENTAL INFORMATION
June 28, 2005

City Council
City of Muskegon Heights
Muskegon Heights, Michigan

We have audited the financial statements of the City of Muskegon Heights as of and for the year
ended December 31, 2004 and have issued our report thereon dated June 28, 2005. Our audit
was made primarily for the purpose of forming an opinion on the financia statementstaken asa
whole. The supplemental information presented on page 18 is provided for purposes of
additional analysis and is not arequired part of the financial statements or the accompanying
Schedule of Expenditures of Federal Awards. Such supplemental information has been subjected
to the auditing procedures applied in the audit of the financial statements of the City of
Muskegon Heights and, in our opinion, isfairly stated in all material respectsin relation to the
financial statements taken asawhole.

%@)\Q\% PLC

500 Terrace Plaza » P.O. Box 999 « Muskegon, M| 49443 17 907 S State &. « P.O. Box 331 « Hart, MI 49420
PHONE (231) 726-3147 « FAX (231) 722-0260 PHONE (231) 873-1040 * FAX (231) 873-0602



City of Muskegon Heights
SCHEDULE OF RECONCILIATION OF REVENUES FROM FEDERAL SOURCES
PER FINANCIAL STATEMENTS AND EXPENDITURES PER SINGLE AUDIT
REPORT SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS
For the Year ended December 31, 2004

The following is a reconciliation of federal revenues as reported on page 7 of the City of Muskegon
Heights financial statements for the year ended December 31, 2004 and federal expenditures per
the Schedule of Expenditures of Federal Awards on page 9 of this single audit report.

Federal revenues per City of Muskegon Heights financial statements
for the year ended December 31, 2004 (page 7)

General Fund $ 133,873

Other governmental funds 676,330

810,203

Plus program income 29,984
Rounding variance (1)

Federal assistance expenditures and operating transfers out per
Schedule of Expenditures of Federal Awards (page 9) $ 840,186
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CITY OF MUSKEGON HEIGHTS

2724 Peck Street
Muskegon Heights, Ml 49443-0536
Phone: (231) 733-8870

SUMMARY SCHEDULE OF PRIOR AUDIT FINDINGS

June 28, 2005

Department of Housing and Urban Development
Detroit, Michigan

The City of Muskegon Heights respectfully submits the following summary of the current status
of prior audit findings contained in the single audit report for the year ended December 31, 2003
dated July 28, 2004

B. FINDINGS—FINANCIAL STATEMENT AUDIT
COMPLIANCE
There were no compliance findings relative to the financial statements.
REPORTABLE CONDITIONS

Year 2003 Finding No. 1: MATERIAL WEAKNESS—Assessment of Current Financial
Position as of and for the year ended December 31, 2003

Condition: The City had significant fund deficits and/or deficit operations for the General
Fund and other significant funds.

Recommendation: The City Council and management should immediately assess the City's
current financial position and forecast the City's 2004 and future operations.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.
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Department of Housing and Urban Development
June 28, 2005
Page 2

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2003 Finding No. 2: MATERIAL WEAKNESS—Payroll Segregation of Duties
Condition: One individual is responsible for numerous payroll and general ledger functions.
Recommendation: The segregation of duties within the payroll function should be improved.
Current Status: See Finding No. 1 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding.

Year 2003 Finding No. 3: MATERIAL WEAKNESS—General Ledger Journal Entry
Review Procedures

Condition: A significant number of journal entries are being posted to the general ledger
without review and approval by an appropriate official.

Recommendation: Journal entries should be reviewed by an appropriate official.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 4: MATERIAL WEAKNESS—Monthly Internal Financial
Statements

Condition: City management did not provide internally-prepared financial statements on a
monthly basis to the City Council and/or its Finance Committee.

Recommendation: Fully-adjusted financial statements, including budget-to-actual
comparisons, should be provided timely on a monthly basis to the City Council and/or its
Finance Committee.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 5: MATERIAL WEAKNESS—Bank Reconciliation Procedures
Condition: Bank reconciliations were not prepared on a timely basis.
Recommendation: Bank reconciliations should be prepared on a timely basis.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.
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Department of Housing and Urban Development
June 28, 2005
Page 3

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2003 Finding No. 6: Retirement Plan Remittance Procedures

Condition: Certain pension plan contributions were not remitted timely to the plan investment
agent within federal requirements.

Recommendation: Retirement plan contributions should be remitted on a timely basis.
Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 7: CDBG Budgeting Procedures

Condition: The City budgeted 2003 CDBG expenditures equal to the federally approved
grant. However, the grant spans multiple years with only a portion of the grant to be spent in
any given year.

Recommendation: The CDBG operating budget should be based upon anticipated
expenditures during the year.

Current Status: See Finding No. 7 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.

Year 2003 Finding No. 8: Property Tax Collection Fund Cash Collections and
Disbursements Reconciliation Procedures

Condition: The Property Tax Collection Fund cash collections and disbursements were not
reconciled with supporting documents during the year.

Recommendation: Property Tax Collection Fund cash collections and disbursements should
be reconciled with supporting documents on an interim basis.

Current Status: See Finding No. 8 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.

Year 2003 Finding No. 9: Property Tax Revenue and Recording Allocation Procedures
Condition: Property tax revenues are recorded as cash is received.

Recommendation: Property tax revenues should be allocated and recorded monthly among
various funds.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.
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Department of Housing and Urban Development
June 28, 2005
Page 4

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2003 Finding No. 10: Property Tax Collection Fund Remittance Procedures
Condition: The City failed to remit all property taxes which it collected a number of years
ago for other governmental units.

Recommendation: The Property Tax Collection Fund should pay all amounts owed to other
governmental units.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 11: Monthly General Ledger Closing Procedures

Condition: A significant number of general ledger accounts required numerous adjusting
journal entries to correct account activity during the year.

Recommendation: The accounting department should utilize a monthly closing checklist in
conjunction with the preparation of monthly financial statements.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 12: Federal Expenditure Reporting Procedures

Condition: There were delays between the time certain federal expenditures were incurred
and the request/drawdown of federal funds was performed.

Recommendation: The system for tracking grant reimbursement requests and budget
amendments of federal programs should be improved.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 13: Interfund Transfer Recording Procedures

Condition: Several interfund transfers were not recorded in the general ledger during the
year.

Recommendation: A system should be developed to ensure that all interfund transfers are
recorded on a timely basis.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.
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Department of Housing and Urban Development
June 28, 2005
Page 5

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2003 Finding No. 14: Reconciliation of Account Balances to Supporting
Documentation

Condition: General ledger account balances for receivables, interfund receivables/payables,
interfund transfers, accounts payable, other liability, and other accounts were not reconciled to
supporting documentation on a timely basis.

Recommendation: Account balances should be reconciled to detailed supporting
documentation on a timely basis.

Current Status: See Finding No. 9 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.

Year 2003 Finding No. 15: Monitoring Accounts Receivable and Grants Receivable
Condition: Some accounts receivable and grants receivable balances were delinquent in
excess of a year.

Recommendation: Accounts receivable and grants receivable balances should be reviewed
periodically.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 16: Interfund Obligations

Condition: Several funds have maintained significant interfund liability balances while cash
balances were available to satisfy significant portions of the liabilities.

Recommendation: Due to/due from other funds accounts should be monitored and cleared in
a timely manner.

Current Status: No similar finding was reported in the single audit report for the year ended
December 31, 2004.

Year 2003 Finding No. 17: Water Fund Revenue Recording

Condition: No revenues were recorded in the Water Supply Fund during the year ended
December 31, 2003. The Water Supply Fund revenues were incorrectly recorded as revenues
in the Water Fund.

Recommendation: The Water Supply Fund revenues should be recorded monthly in the
proper fund.

Current Status: See Finding No. 10 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.
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Department of Housing and Urban Development
June 28, 2005
Page 6

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2003 Finding No. 18: Utility Accounts Receivable Reconciliations
Condition: The general ledger balances for accounts receivable within the utility departments
for customers did not agree with the customer detail report.
Recommendation: The general ledger and customer detail of utility billing accounts
receivable should be reconciled monthly.
Current Status: See Finding No. 11 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.

Year 2003 Finding No. 19: Federal Financial Reporting Procedures

Condition: There were numerous inaccuracies in the annual U.S. Department of Housing and
Urban Development Consolidated Annual Performance Report (CAPER), primarily due to
inaccuracies in the City’s accounting records.

Recommendation: Federal program expenditure reports should be filed with accurate
financial information.

Current Status: See Finding No. 12 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.

C. FINDINGS—MAJOR FEDERAL AWARD PROGRAMS
COMPLIANCE

U.S. Department of Housing and Urban Development
Year 2003 Finding No. 20: Financial Reporting on the IDIS

CFDA: 14.218

Award Year Ended: June 30, 2003
Condition: The City made multiple budget amendments on the federal Integrated
Disbursement and Information System (IDIS), while not maintaining reconciliations of the
effects of such amendments. Further, supporting documentation for expenditures reported
on IDIS was not readily available.
Recommendation: See Finding No. 13 in Part B above.

Current Status: See Finding No. 13 in the Schedule of Findings and Questioned Costs for the
year ended December 31, 2004 for a similar finding noted.
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Department of Housing and Urban Development

June 28, 2005

Page 6

C. FINDINGS—MAJOR FEDERAL AWARD PROGRAMS—Continued

COMPLIANCE

U.S. Department of Housing and Urban Development

Year 2003 Finding No. 21: Financial Reporting on the IDIS
CFDA: 14.218
Award Year Ended: June 30, 2003

See Finding No. 19 in Part B above.

REPORTABLE CONDITIONS
See Findings 12 and 19 in Part B above.
Sincerely,

Melvin Burns, 11
City Manager
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CITY OF MUSKEGON HEIGHTS

2724 Peck Street
Muskegon Heights, Ml 49443-0536
Phone: (231) 733-8870

CORRECTIVE ACTION PLAN

June 28, 2005

Department of Housing and Urban Development
Detroit, Michigan

The City of Muskegon Heights respectfully submits the following Corrective Action Plan for the
year ended December 31, 2004.

Name and address of independent public accounting firm:

Brickley DeLong, PLC
P.O. Box 999
Muskegon, Michigan 49443

Audit period: December 31, 2004

The findings from the Schedule of Findings and Questioned Costs for the year ended December
31, 2004 are discussed below. The findings are numbered consistently with the numbers assigned
in the schedule. Section A of the schedule, Summary of Auditors’ Results, does not include
findings and is not addressed.

B. FINDINGS—FINANCIAL STATEMENT AUDIT
COMPLIANCE
There were no compliance findings in relation to the financial statements.
REPORTABLE CONDITIONS
Year 2004 Finding No. 1: Segregation of Duties
Recommendation: Internal controls should be further segregated.
Management Response: City staff understands the need for this recommendation. With its

limited staff, we will continue to examine opportunities to further segregate responsibilities or
provide oversight and review of various functions.
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Department of Housing and Urban Development
June 28, 2005
Page 2

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 2: Investment Reconciliation Procedures

Recommendation: The investment accounts should be reconciled to the general ledger on a
monthly basis.

Management Response: City staff acknowledges the need to consistently reconcile these
accounts on a monthly basis. While no misappropriations have occurred, it is a practice that
will be consistently implemented.

Year 2004 Finding No. 3: Compliance With Federal Grant Agreements

Recommendation: Federal programs should be periodically reviewed to ensure compliance
with grant agreements.

Management Response: Upon knowledge of this finding, City staff will be performing a
complete review of its compliance procedures and initiate a self-monitoring review. Several
department directives have been issued with respect to this recommendation and others will be
initiated as necessary.

Year 2004 Finding No. 4: Budget Procedures

Recommendation: The budget should be amended as necessary to comply with Michigan
Public Act 621.

Management Response: City staff attempts to estimate all year end final expenditures so that
Council can make year end amendments to appropriations. City staff will more closely
monitor all year end expenditures and commitment in order to accurately make year end
budget amendments.

Year 2004 Finding No. 5: Street Fund Rental Procedures

Recommendation: The City should maintain complete and accurate Major Street Fund and
Local Street Fund equipment rental schedules.

Management Response: The City has used and updated these schedules consistently in the
past. A change in key personnel resulted in this not being completed for the entire year. It
has been done for the prior year. The appropriate staff has been instructed on the appropriate
procedures, and they have been implemented for the current year.
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Department of Housing and Urban Development
June 28, 2005
Page 3

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 6: State Tax Increment Financing Plan Reporting Procedures
Recommendation: The City should establish procedures to ensure the accurate preparation of
State of Michigan Tax Increment Financing Plan report.

Management Response: This recommendation points out a management oversight. Staff will
make the necessary revision to the previous reports and recalculate the amounts that should be
captured. Where applicable, the City will orchestrate the appropriate redistribution of taxes.

Year 2004 Finding No. 7: CDBG Budgeting Procedures

Recommendation: The CDBG operating budget should be based upon anticipated
expenditures during the year.

Management Response: Management staff had the budget worksheets prepared for inclusion
budget after receiving this recommendation last year; however, it was inadvertently omitted in
the final budget adoption. The current budget will be amended to address this and notes made
in the budget preparation file to insure the recommendation is implemented.

Year 2004 Finding No. 8: Property Tax Collection Fund Cash Collections and
Disbursements Reconciliation Procedures

Recommendation: Property Tax Collection Fund cash collections and disbursements should
be reconciled with supporting documents on an interim basis.

Management Response: Management acknowledges the purpose and intent of this
recommendation and has committed to the consistent and accurate documenting of the current
year.

Year 2004 Finding No. 9: Reconciliation of Account Balances to Supporting
Documentation

Recommendation: Account balances should be reconciled to detailed supporting
documentation on a timely basis.

Management Response: Improvements have been made with respect to this recommendation.
Staff will continue to work on improving the timeliness of balancing all accounts.
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Department of Housing and Urban Development
June 28, 2005
Page 4

B. FINDINGS—FINANCIAL STATEMENT AUDIT—Continued
REPORTABLE CONDITIONS—Continued

Year 2004 Finding No. 10: Water Fund Revenue Recording

Recommendation: The Water Supply Fund revenues should be recorded monthly in the
proper fund.

Management Response: While this recommendation has not been implemented completely,
staff has consulted with an outside firm and had them assist in addressing this
recommendation. Additional computer software and upgrades have been acquired and should
reduce the amount of staff time required to comply with this recommendation. We anticipate
significant improvement in the current fiscal year.

Year 2004 Finding No. 11: Utility Accounts Receivable Reconciliations

Recommendation: The general ledger and customer detail of utility billing accounts
receivable should be reconciled monthly.

Management Response: As stated above, the use of outside accounting assistance and
implementation of new computer software should significantly improve our ability to address
this recommendation.

Year 2004 Finding No. 12: Federal Financial Reporting Procedures

Recommendation: Federal program expenditure reports should be filed with accurate
financial information.

Management Response: This recommendation primarily relates to the CAPER. Staff has
made improvement in this reporting and reconciling it to the final audited financial statements.
Staff will be working with an outside consultant to refine its process for working with both its
internal accounting system and HUD's accounting in order to produce and file completely
accurate reports.
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Department of Housing and Urban Development
June 28, 2005
Page 5

C. FINDINGS—MAJOR FEDERAL AWARD PROGRAMS
COMPLIANCE

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 13: Financial Reporting on the IDIS

CFDA: 14.218

Award No.: B-03-MC-26-0027

Award Year Ended: June 30, 2004
Condition: Actual expenditures incurred during the year for a couple of grant categories did
not agree to the annual U.S. Department of Housing and Urban Development Consolidated
Annual Performance Report (CAPER).
Recommendation: Procedures should be developed to ensure federal reports are accurately
prepared.
Management Response. City staff will be working with an outside consultant to refine its
process for working with both its internal accounting system and HUD's accounting in order
to produce this report thoroughly and accurately.

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 14: Activities Allowed or Allowable

CFDA: 14.218

Award No.: B-03-MC-26-0027 and B-04-M(C26-0027

Award Year Ended: June 30, 2004
Condition: The procedures utilized to determine income eligibility for individuals applying for
the down payment assistance program were inaccurate. City personnel subtracted $750 per
household member from household income before determining if the household qualified for
the program.
Recommendation: The City should revise its procedures to comply with federal guidelines.
Management Response: This procedure has been revised, and the practice discontinued. This
change in procedure will be placed in a department directive and issued to and reviewed with
staff.

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 15: Procurement
CFDA: 14.218
Award No.: B-03-MC-26-0027 and B-04-MC-26-0027
Award Year Ended: June 30, 2004
Condition: The City accepted the highest bid for a project and did not document why the
other bids were not utilized.
Recommendation: The City should document in all cases when the lowest bid is not utilized.
Management Response: Documenting bids not accepted by the lowest bidder is the current
practice and procedure used by the City. It was not observed in this case, all staff will be re-
advised of this practice. In addition, through City staff self-monitoring and review will
attempt to identify any other cases where this may not have occurred.
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C. FINDINGS—MAJOR FEDERAL AWARD PROGRAMS—Continued

COMPLIANCE—Continued

U.S. Department of Housing and Urban Development
Year 2004 Finding No. 16: Special tests and provisions (Rehabilitation)
CFDA: 14.218
Award No.: B-03-MC-26-0027 and B-04-MV-26-0027
Award Year Ended: June 30, 2004
Condition: Several project files were missing pre-rehabilitation inspections as required by the
U.S. Department of Housing and Urban Development.
Recommendation: The City should complete a pre-rehabilitation inspection for each project
and document this inspection with a pre-rehabilitation checklist.
Management Response: To ensure complete compliance with this regulation, City staff will
be issued a directive that restates this requirement and revises the case documents to include
this item on a checklist.

REPORTABLE CONDITIONS
See Findings 1, 3, 7 and 12 in Part B above.
If the Department of Housing and Urban Development has questions regarding this plan,

please call Melvin Burns, II at (231) 733-8870.

Sincerely,

Sl B T

Melvin Burns, 11
City Manager
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BRICKLEY DELONG

CERTIFIED PUBLIC ACCOUNTANTS

June 28, 2005

City Council
City of Muskegon Heights
Muskegon Heights, Michigan

In planning and performing our audit of the financia statements of the City of Muskegon Heights
for the year ended December 31, 2004, we considered itsinternal control in order to determine
our auditing procedures for the purpose of expressing our opinion on the financial statements and
not to provide assurance on the internal control. However, we noted certain matters involving
internal control and its operation that we consider to be reportable conditions under standards
established by the American Institute of Certified Public Accountants. Reportable conditions
involve matters coming to our attention relating to significant deficienciesin the design or
operation of the internal control that, in our judgment, could adversely affect the City of
Muskegon Heights' ability to initiate, record, process and report financial data consistent with the
assertions of management in the financial statements. We have attached a summary of such
reportable conditions.

A material weaknessis areportable condition in which the design or operation of one or more of
the internal control components does not reduce to arelatively low level the risk that errors or
fraud in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within atimely period by employeesin the normal course of
performing their assigned functions.

Our consideration of internal control would not necessarily disclose al mattersin interna control
that might be reportable conditions and, accordingly, would not necessarily disclose al reportable
conditions that are also considered to be material weaknesses as defined above. We believe that
the recommendations in the Material Weaknesses section of the attached summary are material
weaknesses.

This report isintended for the information and use of the City Council, management, and federal
awarding agencies and pass-through entities and is not intended to be and should not be used by
anyone other than these specified parties.

500 Terrace Plaza * P.O. Box 999 « Muskegon, MI 49443 907 S State St.  P.O. Box 331 « Hart, M| 49420
PHONE (231) 726-3147 « FAX (231) 722-0260 PHONE (231) 873-1040 « FAX (231) 873-0602



REPORTABLE CONDITIONS

The reportable conditions summarized below are categorized within two groups. material
weaknesses and other reportable conditions. Within each of these two categories, the reportable
conditions are divided between those noted during the December 31, 2004 audit and those noted
during the December 31, 2003, 2002 and 2001 audits.

MATERIAL WEAKNESSES

Recommendation 1: Internal control procedures should be further segregated.

The City reduced staff in the accounting department during the last fiscal year. Thereductionin
staffing has resulted in alack of segregation of duties within the accounting department. The
City currently has the same person performing the payroll function, cash disbursement function
and bank reconciliations. Organizations with limited resources and personnel inherently have
difficulty in establishing and maintaining an accounting system with strong internal accounting
controls including significant segregation of duties.

City management should continue using its current accounting systems, but should seek
opportunities to further segregate duties and strengthen internal controls. Often, the most
effective approach is the expansion of documented approval of transactions by personnel outside
of the accounting department and the segregation of responsibilities of those executing
transactions and those with oversight, accounting, and reconciling functions.

OTHER REPORTABLE CONDITIONS

Recommendation 2:  The investment accounts should be reconciled to the general ledger on a
monthly basis.

During our testing, we noted some investment accounts that did not agree to the general ledger.
The investment accounts did not agree due to transactions occurring in the investment account
which were not recorded or transactions that were inaccurately recorded in the genera ledger.

The timely reconciliation of investment accounts would reduce the possibility of inadvertent
errors or misappropriations going undetected.

Recommendation 3: Federa programs should be periodically reviewed to ensure compliance
with grant agreements.

During our audit, we noted severa findings related to federal compliance requirements. We
noted findings related to failure to solicit bids, failure to complete pre-rehab checklists and
improper calculation of household income. The City isrequired to comply with these compliance
requirements, along with other federal requirements as part of receiving federal grant monies.

The internal control system related to federal programs should establish, monitor and update
procedures to ensure that the City isin compliance with all federal programs requirements.



OTHER REPORTABLE CONDITIONS—CONTINUED

Recommendation 4: The budget should be amended as necessary to comply with Public Act
621.

During our testing, we noted expenditures exceeded appropriations in various funds and
departments. The budget is the authorization by the City Council to incur expenditures, and the
budget should be amended prior to incurring expenditures beyond appropriations.

The proper amending of budgets would increase compliance with Public Act 621 and would

assist in the maintenance of fiscal discipline.

Recommendation 5: The City should maintain complete and accurate Major Street Fund and
Local Street Fund equipment rental schedules.

During our testing, we noted that the Major Street and Local Street equipment rental schedules
where not fully completed. The schedules did not include a proper alocation of rental usage by
the Major Street Fund. In addition, the schedule did not differentiate between different categories
of rental such as routine maintenance and winter maintenance.

The City should maintain the equipment rental schedules on aleast amonthly basis. The

schedules should include support for each fund and department usage during the month.

Recommendation 6: The City should establish procedures to ensure the accurate preparation of
State of Michigan Tax Increment Financing Plan report.

During our testing, we noted City personnel had inaccurately calculated the amount of school
property taxes the Downtown Devel opment Authority was allowed to capture. The report was
completed inaccurately and utilized out of date debt amortization schedules instead of actual
expenditures.

The accurate preparation of the Tax Increment Financing Plan report would reduce the possibility
of excess capture of school district property taxes.



PRIOR YEAR OTHER REPORTABLE CONDITIONSSTILL APPLICABLE

We consider the following other reportable conditions contained in our July 28, 2004 letter as
still applicable:

Recommendation 3: The Community Development Block Grant Fund operating budget should
be devel oped based upon anticipated expenditures during the year.

Recommendation 4: Property Tax Collection Fund cash collections and disbursements should
be reconciled with supporting documents on an interim basis.

We consider the following other reportable conditions contained in our November 25, 2002 |etter
as still applicable:

General
Recommendation 8:  Account balances should be reconciled to detailed supporting
documentation on atimely basis.

Utility Billing
Recommendation 13: The Water Supply Fund revenues and cash collected should be recorded
monthly in the proper fund.

Recommendation 14: The general ledger and customer detail of utility billing accounts
receivable should be reconciled monthly.

Federal Programs
Recommendation 15: Federal program expenditure reports should be filed with accurate financia
information.






